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PROCEEDI NGS
(9:35 a.m)

MR. RADHAKRI SHNAN: Good norni ng. |
think we'll start.

M5. OBRIEN. Al right.

MR. RADHAKRI SHNAN: Morning. M nane is
Ananda Radhakrishnan. |'mwth the D vision of
Clearing and Internediary Oversight, CFTC, and
wel come to the Staff Roundtable on the Protection
of Cl eared Swaps Custoner Collateral. |
appreci ate everybody's participation.

There will be three panels. The first
one is "lInplenentation"; the second is "The Option
Approach"; the third is "The Advant ages and
Di sadvant ages of The Conpl ete Legal Segregation
Model in conparison to Legal Segregation with
Recourse, the Futures Mddel, and the Optional
Appr oach".

CFTC staff participating: Martin Wite
fromthe Ofice of General Council and Bob
Wasserman from DCI G, Laura Astrada from DCl G and

David Reiffen fromthe Ofice of Chief Econom st.
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So, I"'mgoing to hand it over to Bob, who will be
conducting nost of today's proceedings. Thanks.

MR. WASSERMAN:  Thank you. 1'mgoing to
start with sonme housekeeping details. This
neeting is being recorded, and there's a court
reporter. M crophones are push-to-talk, so please
press the button on the m crophone and speak into
it. Wen the Iight appears red, your m crophone
Is on. And then when you're finished talking,
pl ease press the button again to turn it off.

Pl ease keep your Bl ackberries and cell phones away
fromthe table as they can cause interference.

Bat hr oons are outside, down the hall,
far back. And we're going to be taking a break
after this panel, a break at noon for |unch, and
then in the mddle of the third panel at around
3:15.

So, | think the best way to start is to
just have everyone introduce thensel ves, and then
of f we go.

MR. WNTER  Steven Wnter, State

Street, head of the futures and swap cl earing
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busi ness.

MR. SZYCHER: Mark Szycher, Ceneral
Mot ors Pension Plan, head of risk managenent.

MR THUM Bill Thum Vanguard, Legal
Depart nent.

M5. BREGASI: Nevis Bregasi, M-S
| nvest nrent Managenent, Legal Departnent.

M5. AYOTTE- BRENNAN:  Chri stine
Ayotte-Brennan, Fidelity Investnents, Fixed-Incone
Legal .

MR. COX: Rupert Cox, Brevan Howard,
ri sk managenent.

MR. MACFARLANE: John MacFarl ane, Tudor
| nvest nent Cor poration, vice chairnman, general
managenent .

M5. MEDERG  Joanne Medero, Bl ackRock.

MR. MAGUI RE: Daniel Maguire, LCH G oup,
ri sk managenent.

MR. EDMONDS: Chris Ednonds, president
of I CE Trust.

M5. TAYLOR  Kim Taylor, CME O earing.

MR. FRANKEL: diver Frankel, Gol dman
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Sachs.

MR. DI PLAS:. At hanassi os D pl as,
Deut sche Bank, gl obal markets.

MR. NI CHOLAS: John Ni chol as, Newedge
USA, Legal Departnent.

MR. WASSERMAN:  And then on the phone?

MR. COCCO Al essandro Cocco, JPMbrgan,
Legal Departnent.

M5. OBRIEN. Edith O Brien, M- G obal,
Treasury Departnent.

MR. WASSERMAN: Let's get started. So,
this panel is on inplenentation issues, and |
t hi nk the bi ggest question is what are the steps
that would need to be taken -- and we're going to
first start with the proposed conplete |egal
segregation nodel, and then we will nove on to how
t hose steps would be changed if we were to adopt
either the | egal segregation with recourse nodel
or the futures nodel or one of the optional
nodel s.

So, starting wwth the conplete | egal

segregation nodel, if |I could have sone fol ks from
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t he buy-side tal king about the steps they woul d
need to take, and then I'll nove onto the firns
and the clearing organizations.

MR THUM Sure, it's Bill Thum at
Vanguard. W are very active in the bilateral OIC
derivatives market and have trading rel ationships
across the street. W have coll ateral
arrangenents on a fully collateralized basis, and
we are talking to several FCMs at present to
val uate them serving as our FCvs for cleared
derivatives. W have been engaged with themin
terns of understanding their infrastructure, their
strengths in terns of assessing the credit risks
presented by clients, and as well having them
eval uate our portfolios to understand what is
cl earabl e by which cl eari nghouse and assessi ng the
margin | evels that each clearinghouse would
present .

We have very active relationships
al ready where the dealers and the FCMs are very
famliar with our funds. W have al ready

exchanged all the noney | aundering infornmation.
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That's all acconplished. So, at this point we are
novi ng t hrough devel oping the relationship.

Fromthere we have to engage in the
di al ogue on the docunentation, which invol ves
upgradi ng our futures agreenent to address cleared
derivatives, signing up the addendumto the
futures agreenent, and then entering into the
execution agreenents wth the different executing
br okers.

So, we see that playing out over
possibly a year to two years, engaging wth our
I nvestors and clients to explain to themthe
i nplications of the new cl eared swaps worl d;
havi ng upgrades to disclosure in the fund
docunent ati on; and havi ng the investnent
managenent agreenents upgraded to address cl ear
derivatives. And obviously the issue presented by
the protection for margin for cleared derivatives
rai ses a nunber of issues, and dependi ng on how
t he Comm ssion cones out on this and we support
the full legal segregation nodel or the LSOC nodel

as it's otherw se known, we will have to explain
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to the clients howtheir margin will be treated if
it's going to be treated differently in the
cleared world than it is in the uncleared world.

In the uncleared world, as | said, we
have the CSAs; we have bilateral collateral
arrangenents; and we have custodi ans set up where
the margin that we post and the margin that we
receive are held by custodians. It was very
useful for us in the Lehman bankruptcy to have the
margin there, so we have invested heavily in that
I nfrastructure to protect the margin, and we would
have to engage in significant dialogue wth
clients if we had to explain any changes or
weakeni ng of the protection for margin.

M5. AYOTTE-BRENNAN. It's Christine
Ayotte- Brennan from Fidelity. W are doing the
sanme process as Vanguard is going through now
tal king to FCVs, tal king to cl earinghouses, and
getting on board.

| think a few of the other things that
we have to do to be ready to i nplenent any

collateral systemthat is chosen is that our back
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office has to work with both the FCMs and t he DCGs

to make sure that they can reconcile the margins

calls that will be made. So, all of that back
office work still needs to be done regardl ess of
whi ch nodel is chosen. And as Bill nentioned, we

al so have to go out to the clients and talk to

t hem about how collateral is going to be managed
in the new derivatives world. And, again,
regardl ess of which schene is chosen, we will have
to do that.

So, in terns of being ready to inplenent
one of these things, when we think about what is
best for the clients, we fully support the
conplete |l egal segregation as well. And when we
| ook at that, we think it's, one, the best
protections for the client and, two, it wll not
take any longer to inplenent than the other
choi ces, because we will have to do the back
office work and go to the clients regardl ess of
whi ch i s chosen.

MR. SZYCHER: Mark Szycher from GM

Pensi on. |'d echo the sentinments and sone of the
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work that both WIliamand Christine's
organi zati ons are doi ng regardi ng conpl ete | egal
segregati on.

| would al so add two ot her el enents that
| think would be very inportant. | nean our
| npl ement ati on process, the first of which is to
make a thorough assessnent of investnent risk.
You know, as the proposed rule has detailed, we
recogni zed that though the fellow custoner risk
per haps has either been elimnated or at | east
greatly mtigated by conplete | egal segregation,
we still maintain a degree of investnent risk as
our collateral has been transformed or otherw se
I nvested by the FCM

Furt hernore, and perhaps even nore
i nportantly, the ultimate effectiveness of
conplete legal seg in a bankruptcy or
doubl e-default situation would really rely on the
conpl et eness and accuracy of the records that are
being held by the FCMto figure out what we're
actually holding and, therefore, what we are

supposed to receive back. | think our significant
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practical concern with the proposal, or at |east
the way things are done today, is that in essence
we woul d be reliant upon what is going to be a
defunct or bankrupt entity or certainly

I n-serious-trouble entity to, in fact, maintain

t hose records.

|'"'msure we all have vivid nenories of
wat ching on television as the rather unfortunate
Lehman Brot hers enpl oyees were filing out of the
building tearfully carrying their boxes out. And
for us to depend upon those records, you know, in
a situation like that, ultimately to retrieve the
val ue of our capital, our initial margin posted,
woul d be of grave concern.

Qur strong recommendation, if conplete
| egal segregation were nmandated, would be that the
records of our collateral would, in fact, be
| ndependent, would be verifiable and available to
us, and as well would stand up to an audit; that
Is, it would have to be created and shadowed by
soneone who is independent of the process that is

not sinply the FCM or the DCO
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MR. WASSERMAN:  And | would note that in
the futures nodel we currently have
sel f-regul atory organi zation audits, and we of
course supervise the self- regulatory
organi zations. And of course in Lehman, there
were quite a few problens outside of the futures
portion of the operation, but actually the futures
portion of the operation went across to Barcl ays
fairly seanl essly, so.

But Nevis, you had --

M5. BREGASI: | think I was just going
to echo what Christine and Bill said before, that
the conplete segregation nodel will not add any
extra tine or cost to us when we put swaps into
the cleared worl d.

MR. WASSERVAN:  On the firm end.

MR. DIPLAS: | think fromthe deal er
si de obviously what has al ready been expressed in
terns of what is required to be done is simlar,
because we have to do the reverse of what the
clients basically expect. So, the inplenentation

work is definitely there.
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There is work that needs to be done on
the personal side in terns of identifying
basically the client IDs associated with the
trades. O course, for that information to be
properly mai ntai ned and al so taken apart in the
event of default, that information has to be part
of the trade, and that is not currently the case.
So, | think that is sonething that we need to
actually do, not alone but in conjunction with the
DCOs if such a change rescue were to be
I npl enented in a way that's going to be probably
consi stent anong different DCOs.

So, there's going to be an issue of kind
of standardi zati on of how we're going to maintain
that i nformati on, because, as | said, that is not
currently maintained. And that perhaps goes back
to the point that Mark nentioned al so creating
that the record that's going to be auditable and
verifiable in the event of the dem se of the SCM
or the DCO in particular.

So, fromthat perspective, | think that

there is a fair anount of work that needs to be
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done on the IT side, and it's not clear that right
now all DCOs are equally ready to do so. Sone
peopl e have al ready chosen that nodel; sone have
not. So, those who have not probably will have to
do sone of that work.

MR WASSERMAN: | don't know if --
Adiver, do you have anything else to add?

MR. FRANKEL: No, not really. It
doesn't seemlike a huge anmount of work in order
to provide also portability on the back of that.
| think that sone tenplates need to be devel oped
again by the DCOs, and so we would take the | ead
in getting that done.

MR. WASSERMAN:  Fol ks on the phone?

MR COCCO Yes, it's Alessandro Cocco
fromJ.P. Mrgan, and we think that in the OIC
framework we're getting the data. The roundtable
Is a very hel pful opportunity to discuss these
matters, but we are, you know, still working
t hrough the information that is necessary to
provide a full feedback.

The situation in the OIC franmework is
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that for sone clients we do provide the coll ateral
held at a third- party custodian, but that is not,
as far I'maware, the magjority -- what happens for
the mgjority of clients. So, we absolutely hear
the need for providing clients with certainty with
respect to their collateral, so we're absolutely
wlling to work together with themand with the
Comm ssi on.

But we think that there are sone costs
that we will have to face in terns of opening up a
| arge nunber of accounts for inplenenting the
conpl ete segregation nodel. But, of course, if
that is the way that the devel opnents go, we wll
do our best to conply in the tine frane allotted.

MR NICHOLAS: | think that -- as a
broker | think there, you know, should be an
acknow edgnent that noving to a conplete | egal
segregation nodel woul d add anot her |evel of
conplexity to brokers, particularly joint
br oker-deal er FMCs that are already dealing with
multiple segregation requirenents, that this

additional |evel of conplexity will result in sone
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I ncrease in operational risk. | think that's just
the nature of the gane. | nean, nore
specifically, | can see potential changes to daily

-- addi tional conputations, perhaps additional
noni toring, additional daily reconciliations, and,
you know, perhaps changes in custonmer account
docunent at i on.

MR. WASSERMAN:  So, what woul d you see
in terns of additional calculations? | nean, for
I nstance, with respect to the relationship between
you and your custoners, | assune you know, every
day, the positions and contracts of each custoner
and do risk calculations and the |ike?

MR. NI CHOLAS: Yes, absolutely, but I
think the point is here you' re addi ng anot her
factor to consider. By noving away fromthe
futures nodel, you're addi ng anot her
consi deration, another requirenent that has to be
f ol | owed.

MR. COCCO Bob, it's Alessandro. My |
add one point?

MR. WASSERMAN: Pl ease.
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MR. COCCO One of the considerations
t hat we've been focusing on when eval uating the
four nodels has been the fact that based on the
anal ysis we've conducted so far, there is a very
significant difference for us between establishing
the full segregation and the nodel that we
commonly refer to as LSOC, the Legal Segregation
Qperation Commingled. And the difference is that
t he operational comm ngling aspect, really froma
practical point of view, makes a very significant
difference, and that's the difference between
creating a single individual bank account per
currency per legal entity fund versus havi ng one
ommi bus account, which -- for instance, in the
case of a transfer of positions for porting --
woul d not require the creation of several new
accounts, possibly running in the thousands or
hundr eds of thousands of accounts.

O course, one way to deal wth that
woul d be for clients to set up two clearing
menbers and hoping that they don't both experience

difficulties at the sane tine so that they can
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transfer fromone set of very many accounts to the
ot her set of very many accounts in the case of

full legal segregation. But | think that it is a
fact that the full | egal segregation would result
In very significant additional work when conpared
with LSOC, the futures nodel, and the fourth
nodel .

MR. WASSERMAN:  And so just to clarify,
we are focusing on what had been call ed LSCC,
whi ch we renaned for good or for ill -- maybe for
i1l -- as conplete |egal segregation, the proposal
does permt the operational comm ngling just as
today. And as | say, it's -- yeah, we changed the
name from | egal segregation with operational
comm ngling, because it seened too nuch of a
nmout hf ul .

That bei ng the proposed nodel, | guess
the question is -- so you're permtted, in other
words, to comm ngle as you do today. There's
additional information that you woul d have to be
passing up to the clearing orgs -- and we're going

to be talking to themin a few nonents -- but from
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the firm perspective, fromny understanding -- and
you folks will correct nme, please, if I'm

m sunder standi ng -- the biggest change fromthe
firms perspective is you're going to need to pass
this information up to the clearing orgs every
day. And so the question is from an

| npl enent ati on perspective -- that's obviously
that nothing inthis life is free -- the question
I's how conplicated is that, and what are the steps
you would -- nore inportantly, what are the steps
you woul d need to take to inplenent that fromthe
firm perspective?

MR. DI PLAS. Yeah, just to be clear, the
coments we nmade were for what was fornerly known
as LSOC that you right now refer to as full
segregation operational comm ngling, okay? So,
ot herwi se the operational requirenents would have
been nmuch nore onerous.

So, we focused a lot -- you were correct
to focus a lot on the transm ssion of information
about the client account to the DCO | think in

terns of how onerous that task is, | think it iIs
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probably | ess onerous than what | think the
buy-si de nentioned, which is the docunentation
task is probably going to be the nobst inportant
hurdl e, bar none, and this is going to be
secondary in that respect.

MR. COCCO  So, Bob, can | ask one
question and then I'll be quiet for sone tinme?

Are we saying that when the buy-side
firnms that spoke before express their support for
conpl ete | egal segregation, that would be the
nodel fornerly known as LSOC, and so is the | egal
and operational segregation nodel not up for
di scussi on today?

MR. WASSERMAN: | think there are
probably at | east sonme fol ks on the buy-side who
woul d prefer the conpl ete physical segregation.
But | think the proposal that we're discussing and
focusing on today starts, | nean, fromthe far
end, if you will, with the conplete |egal
segregation; and then after we hear from our
col | eagues, the DCOs, with respect to that, we'l]l

tal k about sonme of the other nodels. But they
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nove, | think it's fair to say, in the opposite
direction, that is to say, |less protective and
novi ng down toward the futures nodel.

MR. COCCO Thank you.

MR. FRANKEL: Probably the easiest way
to do it would be for the DCOs to keep a client ID
on all trade records, and then the FCMs would only
have to report daily the mapping fromclient to
client ID and any associated credit nultipliers or
ot her information that woul d be necessary. That
woul d be it.

MR. WASSERMAN:.  Which is a great segue
to tal king to our colleagues fromthe DCOs.

M5. TAYLOR  Ckay, Bob. | think Edith
wanted to tal k.

MR. WASSERMAN:  Yeah, Edith?

M5. OBRIEN. Thank you, Kim | think
that nmenber firns are actively trying to prepare
for the final regulations that are rel eased, Bob.
| do think the challenges that were cunbersone as
sone as undefined or specified sections. So, for

exanpl e, omibus. | think that we continue to
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struggle with how we're going to handl e omi bus
accounts under this new proposed structure,
specifically how do we have the data? How do we
get to the data of the underlying client? This is
sonething we currently rely upon our omni bus
affiliate, that's a foreign broker, to maintain
and handle. This isn't sonething that is readily
transparent to US FCMs. | do think that is a
maj or undefined, unclarified itens.

| also think that there is the issue of
portfolio and cross-margining. |Is this sonething
we can do? Wat would we have to do to prepare to
i npl ement this under the new structure?

Addi tional ly, based on the outcone of
those two, what is the anmount of I T work that may
need to be done in order to satisfy these
requi renments? Information is going to be,
obviously, the critical conponent, how we
communi cate to the DCGs.

MR. WASSERMAN: Let ne take a nonent to
speak to that. One observation | should nmake. So

this is -- I know a |ot of you have seen the
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proposal on the website. It's 190 typescript
pages. | regret to say that our coll eagues at the

Federal Register have not yet gotten this

publ i shed. | understand that they were about to
and then their building | ost power. In any event,
to the extent -- and I"mcertain there are at

| east sone areas that are anbi guous and
unintentionally so. You know, certainly we very
much wel cone comments that would help us
essentially clarify anbi guous points and do so in
a way that nekes inplenentation of whichever of
these nodels is ultimately inplenented done in a
manner that is as efficient and painless as
possi bl e.

Wth respect to the foreign broker
point, | would note that these regul ati ons speak
to FCMs and DCCs. And so to the extent you have
swaps com ng through what we would, | guess in the
futures context, consider fromforeign custoners
-- and I"'mnot going to start tal king
extraterritoriality today, because that is an

entirely different topic -- but however that ends
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up getting resolved, if you' re having things cone
fromforeign custoners through foreign brokers,
the foreign brokers are not subject to this.
They're not FCMs, and thus they would not be
obligated to pass information up on i ndividual
custoners and thus the foreign broker omi bus we
woul d not be inposing a requirenent that there be
I ndi vi dual protection.

Now, if the foreign brokers of course
woul d be regulated in their own jurisdictions, and
so there is | know -- and ny understanding is in
termrs of EMR and in terns of a nunber of the
things comng in other jurisdictions, there nay
well be simlar requirenents, perhaps even nore
stringent requirenents. | can't really speak to
t hose here, because, again, that's inposed by
coll eagues in foreign jurisdictions. But from our
perspective, we are not requiring anything of the
foreign brokers, of course beyond the usual |arge
trader things, which again are not topics here.

And in ternms of portfolio margining, it

seens to ne that if you have essentially other
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t hi ngs brought into swaps account, they would be
treated simlarly and so you woul d have, of
course, the portfolio margining, and then the
collateral would be treated the sane way. And
| ndeed, of course, arguably that provi des sone
advantages in terns of seeking, say, 4D orders and
the Iike.

But in any event, let nme turn over to ny
col | eagues, the DCCs. Kinf

M5. TAYLOR  Ckay, Thanks, Bob, for
having us today. | guess | would start out by
confirmng a | ot of what sone of the other
panel i sts have said about the ease of
I npl enmentation of the LSOC nodel -- if it's okay
if I call it that -- the LSOC nodel. So, | think
there will need to be changes to reporting
requirenents that we'll need to work out so that
the FCMs can report to the DCOs the status of the
accounts.

| think there m ght need to be changes
to the 1-FR reporting process, as well as rel ated

to what needs to reported differently in this
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environment. It's alittle bit unclear, but I
think it certainly is workable. | think we m ght
have changes to make to the way that we do
settl enents between ourselves and the clearing
menbers, because |'mnot certain that there is the
protection for us to be able to net settlenents
and have those transactions stand. So, the | egal
certainty there is of concern to ne, so we m ght
need to change our settlenent procedures. And |
think we need to review our audit processes,
possibly that affects the staffing, and possibly
we even need to evaluate a cost pass-through nodel
to the industry if the costs of auditing for this
type of activity skyrocket. Ri ght now those are
costs we just bear as a benefit to the industry.
And as Edith nentioned, | think there
are things that need to be clarified around,
things |ike the omi bus accounts and sone ot her
Itens around the edges. But | think the overall
summary there is that | congratulate the CFTC on
comng up with a nodel with LSCC that is

relatively easy to inplenent, and it seens that it
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woul d work pretty effectively on the average day.
| think that it does not work effectively on a day
when we really need it. So, the main thing that |
think we'll be | ooking at and worri ed about
I npl enmenti ng when we're | ooking at the LSOC nodel
is I'lIl be at honme going through all of ny
cookbooks | ooking for the reci pe that shows nme how
to unscranbl e eggs, because that is going to be
the position that we're going to be in, in a
situation where we need to actually port the
custoners' positions. And |I'mvery, very
supportive of the custoners' desire to have their
posi ti ons be portable.

And the gentleman fromthe GM Pensi on
Fund nentioned sone of the concerns about the
mai nt enance of the records and the bankrupt entity
and their ability to operate effectively in an
environnent like that. | think there are also big
questions about what it neans for a client to
defaul t, because the cl eari nghouse generally
settles on a net basis across all of the

obligations. Sone of the clients are making
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noney; sone of the clients are | osing noney on any
given day. And the clearinghouse settles with the
FCM on a net basis for a net amount. |If we settle
for that net anount, then there is no protection
for -- there's protection for the cl earinghouse
and having certainty around that paynent perhaps,
but there's no protection for the custoners that
wer e nmaki ng noney, because they were netted off
agai nst the | osses of the custoners who were

| osi ng noney.

So, that leads ne to think, okay, the
better thing to do would be to separate out our
settl enment process so that we first nmake an
aggregate call to the clearing nenber for all of
the noney of all of the custoners that owe. And
once we have certainty that we have received that
noney, then we nake a settlenent transaction for
paying all the custoners who are maki ng noney, and
| think that that can work on a day-in and day- out
basis where it becones, | think, alittle bit
conplicated even there.

On the day when the clearing nenber
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defaults because of the activity of a custoner
that is shielded fromthe settlenent bank's
ability to know and it's shielded fromour ability
to know yet -- we don't know that anybody's
defaulted yet, right? -- we send the transaction
to the settlenment bank. They're going to say yes
or noto the entire transaction. Does that nean
that all of the custoners who happen to be on the
sane side of the market as the custoner who caused
the default have actually defaulted to the
cl eari nghouse? | certainly think you can read it
that way. Therefore, it will end up being a
coi nci dence whether or not any particul ar custoner
actually gets the benefit of the LSOC nodel,
because once a custonmer has defaulted to the
cl eari nghouse, they no | onger have the protection
of not having their assets be used.

And then there is the conplex. [|If |
follow the chain right in the release, there's a
conpl ex web of going back to the first FCM and
seeing if there's nore noney in the defaulting

custoner's account to be passed through the
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cl eari nghouse. Then, if he's not the original --
If it's an ommi bus account or there's a
non-cl eari ng FCM i nvol ved, he goes back down the
chain to see if that guy has noney that he can
send through, goes back down the chain to the
foreign custonmer, and it says that you have to
wait for an entire day before you know anyt hi ng.

So, the problens that | have with the
nodel are nothing to do with the ability to
operationally inplenent it. | think that the
concerns that | have are that it is unclear that
it wll effectively work and provide you with the
protection that you want at the tinme when you need
It. So, the unscranbling eggs problemis ny
bi ggest probl em

M5. MEDERGC Kim | understand what
you' re saying, but the risk managenent rules for
DCOs going forward are going to require that you
receive gross margin fromeach custoner. So, |'m
havi ng troubl e reconciling your scenario of the
net and who's on what side of the market, which

should go to default with the fact that you wll
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have gross nmargin.

M5. TAYLOR Ckay, | will have margin.

Il wll have margin that is the aggregate of the
margin requirenents of all the clients. | was
going to have that in the baseline nodel; [|']
have it in the LSCC nodel; | would have it in the
full physical seg nodel. | would have the

i ndividual client's margin right now, what the
margin requirenent was at the last tine it was
calculated, and I'l|l have the noney for that.

But there's P&.. And it was really
unclear to ne in the rel ease whether the P& -- |
nmean, there was actually place in the release it
said that the clients are entitled to their
desi gnated share of the funds that are being held
at the clearinghouse as noted the end of business
the prior day. And it specifically said with no
effect being given to what happened to portfolio
novenent s today.

Well, portfolio novenents today are nost
likely to be the thing that causes | arge

custoner-driven default. Qher things are nore
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likely to cause a house-driven default, but
portfolio novenents today, an inability to pay
your | osses--

MR MAGUIRE: Isn't it nore likely
portfolio novenents yesterday?

M5. TAYLOR Well, they've already been
settled. Presunmably they've already been settl ed,
right? They've already been settled at the
cl eari nghouse, so --

M5. MEDERO | nean, |'ve never seen an
I ntraday failure.

MR. WASSERMAN: | think your point on
this score is that essentially -- let's assune
everyt hi ng goes well on Monday.

M5. TAYLOR  Mm hmm

MR. WASSERMAN:  And so there are certain
posi ti ons on Monday, and there is a certain anount
of collateral associated with those positions as
of Monday night. Then Tuesday happens and there's
a final -- then the demand is nmade, which is
supposed to be paid Wednesday norning, and it is

not. And so then the issue is the last tine you
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had a good settl enent was essentially Tuesday
norni ng - -

M5. TAYLOR  From Monday ni ght.

MR. WASSERMAN: -- as of Monday. So,
that | think is the --

M5. TAYLOR (Ckay, so the unpaid mark to
market, the part that has been vectored in to the
cal cul ati on, because the cal cul ati on of what
you're protected on at the clearinghouse is static
as of a point in tinme, and it does not include
novenents that have happened since that point in
time until the point in tine when the default is
likely to be realized. That's one of the concerns
that | have.

| mean, actually, | think, | question a
fair anmount that we really have a big problemto
sol ve, because | think portability actually is
very, very good in the current baseline futures
nodel. | have the ability to port the positions
of non-defaulting firnms at the current settl enent
prices as soon as they can find a place to go or

as soon as | can find a place to send them
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The noney can't go right away. That is
true. So, the portability of your positions is
| medi ate and better in the baseline futures nodel
than it would be with LSOC or certainly with LSOC
with recourse. The only thing that woul d be equal
or potentially better, because naybe your noney
can cone wth it sooner, would be the ful
physi cal segregation -- and | can't renenber what
we're calling that now

The unscranbl ed eggs nodels | think
create heightened uncertainty at the tinme when |
am desperately trying to provide you with the
portability and the protection that you want. But
It seens as if, in reading these regs, | can't
even act to take action until the close of the
busi ness on that day and if we presune the nost
likely tine to get defaulted onis 7:30 in the
nor ni ng.

That's a long tine. But there's nothing
| can do, because | have to wait for people to
reach out to the FCMs and the chain and see if

there's any noney to be passed up, and | have to
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trust that that noney is not actually sitting at
the FCMs, who actually could be conpelled by the
CFTC regs to pass it up the chain.

That noney is actually sitting in banks
or custodi ans sonewhere who know that the clearing
menber -- or that there's been a default, and as
soon as there's a situation where the custoner's

name, the defaulting custoner's nane, is attached

to sone of that, | don't know that | feel
confortable that that will get passed on through
M5. MEDERO -- But that's the that's

the issue in the futures nodels today, right?
Does the custodi an bank understand what its
obligations are and do they perforn? That's no
change.

M5. TAYLOR Well, | think it's -- |
actually think it's worse, because | don't think |
can do anything. Until | know which custoners
have defaulted, | don't think I can do anything to
nove the positions. So | think | have to wait

| onger. That's ny concern. M concern is that |
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don't know that there's legal certainty. | think
it wll be hard to unscranble eggs. |'mvery
synpathetic to the issues that the gentleman from
GM rai sed about that.

M5. MEDERO But portability in the
futures nodel without the cash comng with it
isn't terribly satisfactory either.

M5. TAYLOR And if that's the issue,
then | really think that what we need to do is
ultimately we have to have a nodel that works. It
has to work for you; it has to work for the
cl eari nghouses; it has to work for the FCMs. |
t hi nk we ended up at LSOC, because there were |ots
of costs associated with providing for everyone a
physically segregated account, but | think that
we're actually in an environnent where not every
custoner is as concerned as sone of you are about
being in a pooled spot. So, | think the nodel
that m ght best serve the industry in terns of the
safety you want, viability to deliver the safety
that you want, and the clearing nenbers' ability

to manage the inpact of it would be to have there
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be physical segregation but with an option so that
only custoners who really value the additional
protection elect it. And that should nmute the
nunber of accounts that everybody in the chain has
to bear the cost of, because the FCMs woul d have
to bear the cost of all these accounts and the
DCCs woul d have to bear the costs of all these
accounts. Utimately that neans that you guys
bear the cost of all of these accounts. But if
only the people who really value the protection

el ect the accounts, it wll be, | suspect, a nuch
nore contai ned process.

MR. WASSERMAN:  And so | promse we wi |
be tal ki ng about optional nodels in the next
session, and we wll get into that. But before we
do, Kim one very clear point. [|f anything in
t hat proposal suggests that your hands are tied in
terns of acting based on the information you have
and the cash you have, and having to wait for
sonething, then I think that was not what was
i ntended, | wll say by ne, obviously, the

Commi ssion. But it certainly wasn't intended by
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me, and that's sonething that | would be delighted
to work to clarify, you know, whichever nodel we
end up going wiwth in any final rul emaking.

M5. TAYLOR It's good. |1'mglad that
you don't want to tie our hands. |It's not just ny
hands. So, the -- but then | think we get back to
the other thing that | amafraid, is that the
custoners wll walk away thinking that they have a
protection that they don't in fact have, because
I f the clearinghouse does not get paid on | osses
that are due and owwng to it fromthe clearing
menber on behalf of the clients that owe noney,
the clearing nmenber has defaulted. And | think by
definition all those clients have defaulted unl ess
they have in their account enough excess nargin
per haps already with the cl eari nghouse that enough
excess margin is allocated to themto pay for the
| osses for their share of the | osses that day.

O herwise, | think that they have defaulted,
because the LSCC nodel pools themall together for
paynents and so the clearing nenbers are going to

ei ther pay or not pay, whereas the physical
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segregat ed nodel would require everybody to pay
I ndi vidual ly, but at least then it would be very
clear who paid and who didn't. That's ny dil enma.

MR. WASSERMAN:  Fair enough, and |I'm
going to need to wap this up. But let nme just
try and answer that point, which is so if the
collateral is -- I"'ma custoner, and | am a
non-defaul ti ng custonmer in the sense that | have
essentially deposited in ny account at the FCM
sufficient anounts. My position has associ ated
with it a collateral requirenent of a thousand
dol | ars.

M5. TAYLOR And what's in your account,
a thousand doll ars?

MR. WASSERMAN: Wl I, at the
cl eari nghouse -- renenber, you don't know what's
in nmy account at the FCM and | can't nmake you
responsi bl e for doing that, because that would
create all sorts of problens. So, from your
perspective at the clearinghouse, |'ve got a
t housand dollars. My position |oses a hundred

dol | ars.
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M. TAYLOR R ght.

MR. WASSERMAN:  Now, ultimately, I'm
going to have to pay that hundred dollars. | |ost
It. It's going to ultimately cone to you. At
that point, you owe ne $900, because again a
t housand m nus a hundred. That hundred m ght be
there at the FCM

M5. TAYLOR  Actually, you owe ne a
hundr ed dol | ars.

MR. WASSERMAN:  Ri ght.

M5. TAYLOR  Because you have an
obligation to have your position nargi ned and have
your | osses paid.

MR, WASSERMAN:  And so --

M5. TAYLOR And either one of those
things -- failure to do either one of those things
Is an event of default. |If a clearing nenber does
not neet a call for additional margin or a call
for | osses, those are both events of default.

MR. WASSERMAN: Absolutely, so --

M5. TAYLOR  So, you owe ne a hundred

dol | ars.
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MR. WASSERMAN: | do, but essentially |
owe you a hundred, you have a thousand of m ne.

M5. TAYLOR | do, but you owe ne 1, 100.

MR. WASSERMAN: Wl |, vyes.

M5. TAYLOR Right?

MR. WASSERMAN:  Yes. Well --

M5. TAYLOR  Because you owe ne the
margin and you owe the | osses.

MR. WASSERMAN:  And so the one thing --

M5. TAYLOR So, you're not even with

MR. WASSERMAN: | understand fromt hat
perspective. Wiat |'msaying is you have the
privilege -- and, again, | in ny regulatory

capacity as opposed to ny custoner capacity woul d

not limt that privilege. |If you'd |ook at the
mar ket and you say you know what, | just have to
| iquidate all of this, | think -- you know, and

for reasons we've had comments on, that would be a
very bad thing froma market perspective, but from
a clearing perspective and froma regul at or of

clearing perspective, if you believe it necessary
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to liquidate that position, even -- heck, even if

| had a gain that day, because it's not supported
by a clearing nenber in good standing you have the
privilege to do so. You retain the privilege to
do so.

M5. TAYLOR  So, where's their
protection?

MR. WASSERMAN: The protection -- and
again that would be true in physical segregation,
right? |If we had everything physically separated,
you have to have the privilege -- you know, until
It transfers, until the transfer is acconplished,
you're on the hook, the normal route in theory of
clearing is every position is backed by a clearing
menber in good standing. M clearing nenber is
not in good standing. So, you could liquidate
t hose positions if necessary. |If you liquidate
this position, again we would -- you know, the
| deal would be to allow for sone re-nargining at
sone point, which if, you know, again your hands
are not tied, if you believe it is appropriate to

do so and given what the narket conditions are and
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the informati on you can get and the noney you can
get, you may choose to take that. O you m ght

| i qui date the position, in which event, again
assum ng no further market change -- you have a

t housand, there was a | oss of a hundred. That 900
woul d then cone back to the trustee, and that
essentially -- in other words, | amnot suffering
the fellow custonmer loss. | may well suffer a

| oss fromliquidation, but that, again, is

I nherent, and that's true across any nodel .

But let's continue this. | do want to
-- unless -- well, okay.
MR. MAGUI RE: Thanks, Bob. | think, to

just try and summari ze this, what we're referring
to there is losses incurred due to variation
margin P&, as Kimrightly points out. But that
in play in all of the nodels that we have today.
That's the sane as gross ommi or LSOC -- that's
not an LSOC- specific thing.

Wen we started tal king about coll ateral
protection, this was about protecting the

custoner's deposit of initial margin in the first
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I nstance, that risk position so that we could lift
It and nove it to sonewhere else, port it. Al
that variation margin stuff exists today in the
exi sting market practice.

So, going back to the original question
about, you know, what we'd have to do to inpl enent
this, first of all, fromour standpoint | think
you made it pretty clear in all the proposed rules
that all clients have to be nmargi ned on a gross
basis. Nunber two, DCOs and FCMs nust keep
records of client positions at the | owest |evel,
at the client IDlevel. That's in the rules.
That's not an LSOC-specific thing. That's a DCO
ri sk requirenment- specific item So, from our
standpoi nt as ri sk nanagers, we have to be able to
see all the way through to the end client. So, we
have to be able to see the client ID, to
At hanassi os' point. W have to be able to see
t hrough that, because at sone point as a CCP we
could face the risk that the FCM s gone, the
client's gone, we have that risk; therefore, we

have to go close it out.
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So, every single day as the rules are
proposed, we need to be able to calculate the
variation margin, the initial margin, the risk for
cl oseouts in default at the | owest |evel, at the
client's IDlevel. That's what we're doing. So,
that's just the cost of clearing. That setup has
to be done. That's not an LSOC thing. That's not
a gross omibus thing. That's prescribed rules
for the DCOs. That's what we have to do. And,
quite frankly, as a DCO that's what we have to do.
We have to be able to see our risk. W have to
close it out in a Lehman-type event.

| think on top of this, to answer -- to

maybe go to sone of the concerns of the buy-side

around this -- we wll see your position in terns
of risk, and we'll also -- what LSOC says -- or |
forget the new nane -- what LSOC says is we wll

take your position if you port, and we'll be able

to give you the value of your position. So, the
initial margin at the point of default, we'll be
able to split each of the collateral anmounts --

sorry, the omibus anount -- split into equal
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chunks relative to the margin you had at the point
of default. That's the collateral value. And
we'll be able to Iift and identify that and port
you.

So, this -- I'msorry to disagree with
Kimon this, but | actually see this as we've
unscranbl ed the eggs at the begi nning so we can
see this at the very start so we don't have
scranbl ed eggs. W have segregati on so we can see
what the risk is and what the value of the
collateral is. |It's very different. It's a ful
set where we can see the piece of paper. But we
can see the value of the collaterals. That's why
| think this is essentially different. From an
| npl enmentation standpoint, | think if the DCOs are
obliged to calculate the risk at that |evel and
have records at that |evel and, therefore, need
the client ID at that |level, they have to do this
ki nd of infrastructure anyway. That's just the
cost of clearing; it's not the cost of LSQOC

M5. TAYLOR  But that doesn't solve the

probl em of knowi ng -- absolutely we will know what
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the margin was in the account, what the risk was

I n the account, what the positions were in the
account. What |'m concerned about is that when
there are I osses, we wll be settling those | osses
at an aggregate basis by the clearing nenber.
Therefore, if the clearing nenber fails to pay its
| osses, | think the read is that every client who
| ost noney that day failed to pay their |osses
and, therefore, is in default under the definition
of default. And so perhaps we can take the noney
that they owed in their default and take it out of
the margin that we have, and if they very quickly
nove their noney sonmewhere el se they can nove it
short.

But I think there's also anot her
conplication that we didn't talk about, about the
fact that the other thing about unscranbling eggs
Is that for operational purposes the current
nmenbers are allowed to put up whatever coll ateral
they want as kind of a pool, but we have to
allocate value fromthe collateral to the

I ndi vidual clients in order to realize that val ue
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and because the clients share in what this
characterizes the investnent risk and in the risk
of the haircuts not being sufficient. The
| i qui dation of the collateral has to happen across
everything, | think, in order to be able to nove
the funds with people, because you won't know what
the pro rata share of the |iquidation | osses on
the collateral are unless you liquidate the
col l ateral.

MR. WASSERMAN:  And key point on that --
I n a bankruptcy what you're entitled to is val ue.
| nmean, essentially in an insolvency there is
going to be liquidation. W have, of course, and
you fol ks inpose as do we, | think fairly good
hai rcuts, but there is in the rule sonething that
basically says in the event the haircut is
I nsufficient, yes, those investnent | osses would
be essentially allocated anong the custoners. So,
| did want to clarify those points.

MR. MAGUIRE: |Is that non-porting
custoners?

MR. WASSERMAN: Essentially what you're
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allocating -- so, what you owe the custoners is
the collateral that's required as of the day
before for the positions as of the day before to
t he custoners whose information you will have
gotten as of the day before. |In the event that --
so, let's assume that totals a hundred mllion
dollars. Let us further assune that the
defaulting customer's allocated collateral is $10
mllion, |leaving 90. Let us further assune that
you have all the collateral as of the day before
and that the haircut value was $101 nillion. But
because it was 105 and then after haircuts $101,
so it's nore than 100. You liquidate it, you only
get 98. So, we're not going to force you to
all ocate $100 million out of 98 million of
collateral. That 2 percent you would be
al l ocating anong the collateral so that
essentially we're not inposing on the clearing
house.

Now, again, we're tal king day over day,
and so one would hope that this would be a

non- event . But we did account for that
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possibility.

MR. MAGUIRE: |Is that specific to LSCC
or is that generally collateral for cleared
derivative transactions?

MR. WASSERMVAN:  We made it clear for
LSOC, | think, to the extent and -- it would work
that way for LSOC. It would ultimtely work the
same way wth recourse. And for the futures nodel
it just would -- it would net out in the wash
because that's all you' d be --

SPEAKER It's the timng difference.

So it applies to everything. It's a nonent in
ti me when that happens and when they port.

MR. WASSERMAN:  And, Chris, | haven't --
okay, in which event what we have -- we nay run a
little bit over. | did want to tal k about
| npl ementation timng, and so -- but we had
mentioned in the release at |least a straw man with
six nonths fromfinalization -- fromfinal rules
bei ng pronul gated. What are people's views on
doing that, and would that differ dependi ng upon

t he nodel ?

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

54

10

11

12

13

14

15

16

17

18

19

20

21

22

MR. NI CHOLAS: Bob, when you say

"finalization of the rules,” are you tal king about
all of the relevant rules relating to -- or just
this particular rule? | guess the reason | ask is
"' mnot sure that anybody can really assess the

ti metabl e necessary until sonme of these other
rules are finalized and put into place.

MR. EDMONDS: | think there's got to be
sonme coordination with the nmandate going into
effect, you know. So, | nean, it's probably not
six nmonths fromthe nmandate, but whenever your
mandat e, which would, | think, at |east enconpass
a mpjority of the rules, what we'll call phase I,
what have you. But when you're going to make that
mandat e, that neans those inpacted have been
defined, those exenptions have been defined, and
those rule sets are in place. He's got to
coordinate with that. Oherw se, we're not going
to know whether or not we got it to where it needs
to be.

MR. WASSERMAN: Let ne press on that

just for a second, because there may well be
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t hi ngs -- and maybe you can tell ne where there at
| east is a logical connection, but let's say for
I nstance clearing nmandates. And so that would
certainly affect when you need -- you know, you
are required certain things, but right now all of
you fol ks are already clearing sone things --
clearing sone swaps, that is to say -- and so how
woul d not having the mandate to cl ear other swaps
affect the inplenentation of how you protect the
coll ateral of such swaps as they are cl eared?

MR. COCCO Bob, may | make a comment ?
It's Alessandro Cocco fromJ.P. Mdrgan. W have
devoted very significant resources to follow ng
devel opnents on the regulatory front, of course,
and this is a key priority for us. And we are, as
you nentioned, liable in clearing for sone of our
clients, although we're open for business on that
front.

It is a fact that we have been foll ow ng
devel opnents, and the regul atory nosai c that has
been introduced is very conplex. So, we think it

woul d be extrenely hel pful to have all of the
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rul es published in their near final form to have
anot her comment period in addition to the one
that's expiring today open again, because the

I npact of a rule of great relevance |ike the one
we' re discussing now can only be assessed in
conjunction with the other very conplex rules that
are being introduced.

So, we really do think that whilst we're
in favor with the overall perspective that has
been i ntroduced by Dodd-Frank and the regul atory
activity that is inplenenting it, if what we want
to achieve is great stability, we do really need
to have enough tine to understand the
I nt erconnect edness between the various rul es that
are being introduced and in practice how we are
going to conply with them So, | think that that
will require tine for us, speaking froma deal er
perspective, to inplenent those rules.

W would like to have the opportunity to
comment once all of the rules are finalized,
because we are every day working on practically

how we woul d inplenent them And | don't want to
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speak fromthe buy-side, but | heard that there
were sone concerns, so of course it would be very
I nteresting to hear their thoughts on this point.
Thank you.

MR. WASSERVMAN. Let ne press just for a
second on that. [|'mgoing to put aside whether
iIt's a good idea or not, you know, in terns to
havi ng further opportunity to comment on the rules
as a whol e, because that's really beyond ny scope.
But | guess the question | would have is |let us
assunme, just for the sake of this discussion, that
the decision is nade that, okay, at the point --
you know, let's assune Thanksgiving -- this rule
Is pronulgated. Let's further assune that sone of
t hese other rules mght not be pronmul gated. |
guess the first question | would have is which of
t hose rules would you need to know the results of
in order to be able to pronmulgate this rule? And
| guess, second, how long would it take to
i npl ement, let's say, LSOC regardl ess of what the
ot her rules are?

MR MAGUIRE: | think | speak on behal f
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of everyone. It would be nice to see the whole
nosai ¢, but practically. LCH G oup perspective,
this -- we have a nodel analogous to this life in
Europe today with clients clearing on every swap
transaction. So froman infrastructure
standpoint, we have it. |If we say for clearing,
we have to cal culate gross. W can see coll ateral
value. We can see the client IDs. So from our
perspective, and we'll probably get onto the
initial margi n guarantee fund debate | ater,
there's relatively no change. This is purely LCH
G oup, so we think it's sonmething we could do
relatively quickly.

M5. AYOTTE- BRENNAN:  From our
perspective, | think that we have been working, as
we said, with the FCMs and the DCOs to try and
figure out, you know, the reconciliation process
and make sure our backup is confortable. But |
think fromour point of view, we can't finalize
t hat process until we have the final rule and
until nodels at the clearinghouse have stopped

noving after the final rules are pronul gated. So,
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there is sone lead tine after the final rule when
everything gets finalized by the DCOs and the FCMs
and then flows down to the custoner base so that
we can finalize our tie-ins with those groups.

MR. WASSERMAN: That kind of lead -- |
mean, is six nmonths --

MS. AYOTTE- BRENNAN: No. W're
thinking, as Bill | think said, you know, 18
nonths to 2 years to get all the tie-ins and the
custonmer work done, because as asset nmanagers, we
now have to go back to all the custoners as well
and get all of those docunents done. So, it's
kind of a dual track there where we have to do the
| ead-in work -- we have to do the tie-in work from
t he operational standpoint, but we also have to do
the I egal work once we know what the final rule
I's, howthe margin will be cal cul ated, so we can
understand that and explain it to the custoners so
that they will know what of their portfolio is
being held as collateral by the DCOs and what
m ght be put at risk.

MR. WASSERMAN:  And so that's the
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docunent ati on, then, between you and your
custoners, which is sonewhat separate from-- |
think but tell nme if you think I"'mwong -- this
woul d essentially be the rel ationship between you
or your custoners and --

M5. MEDERG They're going to sign those
agreenents, the futures agreenents with the
addendum So, it's -- don't think of it as just
the | MA or the pure arrangenents. Today they open
the futures account. The client opens the futures
account .

MS. AYOTTE- BRENNAN: W as asset
managers sinply act as their agent. They are the
principle on all of those contracts, so they need
to understand what those contracts are and
actually realize the liabilities or the
obligations they have under those contracts.

MR THUM And | think it's fair to say
that while overall we see this as a fairly
I nvol ved | ong process. | don't think that we make
a distinction that it will be longer if it's LSOC

or full physical segregation. Perhaps if the
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futures nodel is used, we wll have to have nore
engaged di scussions wth our clients about how
their margin will be at risk in a way that it's
not at risk in the bilateral world.

M5. MEDERO Right, so in fact those
clients who signed | SDAs are now going to have to
sign futures agreenents.

MR THUM  Yeah.

M5. MEDEROC And we'll have to explain
what that neans.

MR. WASSERVMAN:.  So, what |I'm
understanding is that is true regardl ess of
whi chever approach we take.

MR THUM That's right.

MR. DIPLAS. But | think you --

M5. MEDERGC It's a cost of noving to
the cleared world regardless of howit's done.

MR. DI PLAS. You m ght have two
different issues you're discussing here, | think,
in the sense of the finality. There are also
t hi ngs fundanental for you to start your

docunentation process with the client, so | think
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that's a given, and that is what | was saying
initially. How quickly we can nove the
| npl enmentation of the | egal segregation regine or
not could be a separate issue. And | think that
Is the six-nmonth part that you were referring to,
which I think -- six nonths for the Comm ssion is
very | ow.

MR WASSERMAN:  Yes.

MR. DI PLAS: But for that kind of
| npl enmentation, | don't have a final nunber, but
it seens to live wwthin the low side fromthe
standpoint in terns of the work, the IT work that
needs to take place between, like, FCVs and DCGCs,
the testing, et cetera, and al so even the
agreenents that we m ght have to do in terns of
consi stency, of how these reports should | ook, and
how the client I Ds should be done, et cetera, so
that we don't have -- each DCO have a different
nmet hodol ogy in that respect. So, instinctively
six nonths seens |ow fromthat perspective.

MR. WASSERMAN: But what |'m hearing you

say is six nonths may seem | ow, but not as | ow as
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conpared --

MR. DIPLAS: | think the real
constraining factor as | said in the beginning, is
getting that final docunentation with the clients.
Even t hough sone of the other work would be done
earlier, at the end of the day they will not show
up to clear unless they have it signed on the
dotted line, and that's what is going to take the
nost of the tine.

M5. AYOITE- BRENNAN: Right, but we al so
have I'T work, right? So, the six nonths for your
I T work may be okay, but then on our side once
that IT work is done, we need to do our IT work to
make sure it ties in with the FCMs and t he DCOs
and nmake sure that the cal culations that cone
t hrough we can reconcile the margin calls on
behal f of our clients, because today when we get a
margin call froma broker, fromour swap deal er,
we don't sinply pass on the noney; we reconcile
that margin call to nake sure we agree. And so we
wll need to build those new algorithnms into our

systens to make sure that we can reconcile those
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anounts as wel |.

MR. WASSERMAN:  |' m not sure |
understand that, sinply because the anmounts of
mar gi n may change and we're going to be discussing
t hose kinds of concepts this afternoon. But the
nature of the margin that your clients would be
payi ng may change when you nove fromthe uncl eared
world to the cleared world. But the nature woul d
not vary based on howin the cleared world it's
going to be protected unless one of you folks
thinks I've got -- |I'm seeing heads nodding. So
the nature of that margin won't change, the anount
we' |l discuss, and so your |IT work would be to
make clearing work but not to make LSOC versus
futures nodel versus -- yeah, those distinctions
woul d not be affected.

M5. AYOTTE- BRENNAN: R ght, but what
|'"ve heard being said is that if we use LSCC, then
we may have additional costs that may be put into
the margin. And what |I'msaying is that dependi ng
on what the final rule is and which nodel is

chosen and how margin wll be cal cul ated, then we
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wi Il need to make sure our systens |line up wth
how it is calculated so we can verify the anounts.

MR. WASSERMAN:  And | et me nake sure |I'm
not getting this wong here. The anount of
collateral required m ght change. The anmount of
fees that are inposed m ght change. But the
nature of the two -- in other words, the margin is
collateral, fees are fees. You may end up having
nore of either or both. But the nature of the two
won't change. So, | think that's why, at | east
fromwhere I'msitting, |'mnot understandi ng how
t hat woul d require changes on your end. You know,
again, to nake clear -- to do clearing absolutely,
but to do clearing where the collateral is
protected one way versus another, | don't see that
that would affect you froman |IT perspecti ve.

M5. AYOTTE-BRENNAN: No, | agree. |It's
to inplenent clearing. It's just that if we don't
have the final rules and see everything together,
then we can't do all that work.

MR. WASSERMAN:  Absol utely.

MR. MACFARLANE: Bob, if | could just
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add a slightly different perspective. Tudor would
not be subject to or restricted by the | ong | ead
time that sone of the other buy-side firns have
mentioned. W would, in nost cases, be able to
participate as soon as the DCOs have nade products
avai l able for clearing. And, therefore, we would
ask that in inplenentation that whatever

gui delines are established woul d be i npl enent by
as opposed to inplenent when, neaning that firns
shoul d be allowed to clear when they are ready,
when their FCMs, their DCOs and they are ready.
Additionally, we would strongly recomend t hat

I npl enment ati on not be phased by institution type,
but be phased by product type so that buy-side
partici pants and deal ers could i nplenent at the
same tine.

MR DIPLAS: |[|f | can coment on the
other thing, in terns of the timng | think it's
very inportant to renenber that they al so open
client positions at the nonent, so you need to be
very careful that there's the one you wll inpose

the mandate for the segregation to be in place.
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O herwi se, you could be in the situation that
current open positions mght have to be closed
down if the DCOs are not ready. |If we said, just
to give an exanple - if we said tonorrow we have
to i mplenent LSOC. Well, no, no, |I'm exaggerating
obviously. W don't have that. Therefore, these
open positions would have to cl ose down. And
that's sonething that we need to basically nake
sure we work with you very appropriately. W
haven't done all the operational work. That's why
| was avoiding giving you a tine whether it's six
nmont hs or nine nonths or a year, and we need to do
alot of that wwth the DCOs and with all the

mar ket participants and give you that information
bef ore we can inpose that mandate. As | said,

Wi th respect to the open position, with respect to
John's point internms of we -- do agree in terns
of in general we want to nake services avail abl e
to whatever clients can use them W do think,
practical speaking, that the mandate for the

deal ers probably will have to go earlier than what

happened to the rest of the clients just fromthe
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st andpoi nt that dealers are already clearing and
froma systemc risk perspective it probably makes
sense to capture that |arge source of systemc
risk earlier rather than wait till the |ast client
Is ready to do so. That's the only difference.

MR. MACFARLANE: Could you expand on
that alittle bit nore? Wat's the rationale for
sequenci ng deal ers ahead of buy-side?

MR. DI PLAS. Well, fromthe standpoint
of time to capture the |argest systemc risk
contributors, there is an urgency of getting the
deal ers, which actually probably froman 80: 20
perspective are the | argest system c risk
contributors. They are the ones, when they go
under, I'mgoing to put themon the systemthat's
stressed the nost.

From our perspective, comercially
speaki ng, we have the incentive to get our clients
up and runni ng as soon as possible. That's what
we -- these are the services we are trying to
sell. But we are also mndful that not every

single client can actually get there at the sane
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time, so that's why we won't have a system by
which -- yes, we have a nmandate on the deal ers
that will go in first. But fromthe clients who
want to nake the service available as quickly as
we can for the clients that can actually afford to
use the service and then have a nandate that
actually takes into account the needs of probably
t he nost econom c resource constrained clients or
t he | argest accounts set up.

MR. MACFARLANE: | guess all Tudor woul d
ask is that whenever the dealers begin to clear,
that clients be offered that sane service by the
FCMs, and those that are ready to clear can clear;
those that are not ready to clear presunmably woul d
be offered a wider window to conply by. But to
sequence to allow the dealers to go in first could
cause a distribution of the critical nmass favoring
one DCO over another and renove fromthe buy-side
the choice of where their transactions would be
cleared. So, we feel pretty strongly that --

MR. WASSERMAN:  And so with respect to

when clients clear, that is a separate question
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out side the scope of here today. | think, for
vari ous bankruptcy reasons, anong others, we are
constrained with regard to whatever is cleared the
protection for clients would be the sane, could
not vary based -- you know, if the client is clear
-- every client that is clearing would be treated,
you know, through a particular FCM woul d be
treated the sane. We'd have to do that. The sort
of sequencing | think you're tal king about deals
wi th when fol ks have to bring things fromthe
uncl eared world to the cleared worl d.

So, we've actually run a bit -- nore
than a bit overtine. A couple of things first.
To the extent we've not had a chance to finish
t hese things, and even to the extent that we have,
it is very inportant and | very much encourage
each of you and everyone out there to please put
these matters in the witten comments.

We're going to break | guess for about
12 mnutes. | don't want to cut too nuch into our
next panel. And so if we could reconvene for our

second panel at 11:00. Again, restroons down, end
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MR. WASSERMAN: Ladi es and gentlenen, if
everyone can take their seats?

kay. We have two new panelists who've

joined us, and I'lIl let themintroduce thensel ves.
Kevi n?

MR. FOLEY: Yes. |'mKevin Foley from
Katten Miuchin Rosenman. |'m here on behalf of the
FI A

MR. KAHN: H, Ray Kahn, Barclay's
Capital, head of OTC clearing.

M5. VEDBRAT: Supurna VedBrat, Bl ackRock
gl obal trading and nmarket structure.

MR. WASSERMAN: So this panel is on the
vari ous optional approaches that we identified in
the -- well again, the proposed rul emaking. And
so, the first question |'d like to get folks
tal ki ng about is how they woul d see an opti onal
nodel inplenmented. And ultimately, | think we
need to sort of get a little bit into the weeds to
under stand what are the chal |l enges that woul d have
to be net to get fromnot the optional online

only, in theory, but in inplenentation.
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s there anyone who would like to start?

MR. FOLEY: Well, | wll start. Let ne
enphasi ze that at the FIA this is very nuch a
project that we're just really at the start of.
The firns have been -- although we've gone through
the rules and are trying to understand them
there's no strong sense, | think, on the part of
the firms that they understand all the
I nplications of the words as they're witten down.

As you were saying, Bob, there are
things that maybe -- that you intended -- that the
staff intended one thing and it may not actually
read that way to others. And so there are things
that we are going to have to take tinme to truly
under st and.

| do think froma bankruptcy point of
view, we have an issue if we have an opti onal
nodel that we need to kind of all sit down and
real ly think through and make sure if -- is there
one? And if there is one, howdo we fix it if we
can? And | -- when you say the optional nodel, |

guess the first questionis, is it optional on a
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cl eari nghouse by cl eari nghouse basis? O is --
Kim mentioned earlier, can we allow certain
custoners who are prepared to pay a fee of sone
sort sonehow to basically opt out of the custoner
seg requirenents that we have and do sonet hi ng
di fferent.

| think you had all uded when you were
talking with Kimthat it would be very difficult
on a client by client basis to allowthat to
happen wi thin the bankruptcy rules and the
bankruptcy code in particular. And | think that's
right, too. But as | said, we all need to kind of
think -- spend nore tine on that.

| think internms of if it's a
cl eari nghouse by cl eari nghouse i ssue, as was noted

in the rel ease, that m ght require each clearing

firm-- if one firmwanted to clear three
different clearinghouses, they would -- they m ght
have to have three different FCMs each -- for each
nodel -- a separate one for each nodel. And if

you had the sanme custonmer who was clearing a CDS

at the CVE, interest rates at LCH, and energy at
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| CE Cear, you woul d have the sanme custoner at
three different clearing firms. And that could be
difficult.

So, | think there are operational
| ssues, legal issues that woul d nake t hat
difficult. But then again, we all need to spend
nore tinme on it.

MR. WASSERMAN:  And thank you for
raising all of those issues. @Gven that you have,
| think maybe we will take things a little bit out
of order fromthe agenda perspective, and nmaybe it
makes sense to first start tal king about what the
practicalities are for individual custoner choice,
If you will. And then dependi ng upon where that
goes, talk about sone of the nodels that were nore
clearly discussed in the rel ease, nanely where
there would be different nodels by DCO

And so, there was sone issue raised as
to individual custonmer choice. And here's the
concern | have, and | think we expressed it in the
rel ease. Wiich is the bankruptcy code 766(h)

requires that distribution of collateral be
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ratable. And so, if we tried to say, well, okay.
Sonme custoners will have omi bus and they're
subject to fellow custoner risk. And other
custoners can pay a prem um and they would not be
subject to fellow custoner risk.

So the first question, | guess in ny
mnd, is, but then how does that conport or how
can you nmake it conport with the requirenent of
ratabl e distribution? And relatedly, don't you
have the danger that the fol ks who earlier said,
oh, I'mnot concerned about fellow custoner risk
are going to be going to the bankruptcy court and
saying, wait a mnute. Sorry, 766(h) says | have
to get the exact sane treatnent as these other
folks. And so essentially, there ends up being
| egal uncertainty there.

MR. MACFARLANE: Bob, inreply. [If you
have the flexibility in the rulemaking to
accomodat e both and institutions cone to the sane
concl usi on that you've pointed out and di scerned
out a risk, and they would | ean towards LSQOC,

whi ch woul d require presumably a | ower | evel of
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margin. However, if with tine the industry is
successful in nodifying the bankruptcy code, would
it not be to the advantage of the marketplace to

t hen have a mechani smthat woul d accommobdate the
full physical segregation if custonmers chose to
pursue that?

And | would just point out that you
know, questions about the distribution of assets
I n bankruptcy have been dealt with fairly
successfully historically by the industry. 1In the
case of Repo in '84 post-Lonbard | aw there was an
anmendnent to the bankruptcy code. And simlarly
in the case of Swap Collateral amendnent to the
bankruptcy code. So, perhaps -- you know,
providing the flexibility mght give the clients
bot h, you know, the opportunity to nmake their own
-- conme to their own | egal conclusion and provide
the flexibility if there was a subsequent change
I n the bankruptcy code to nove to full physical
segregati on.

MR WNTER | would say as it rel ates

to the optionality, |I don't think it's a question
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of are you doing it by DCO? | think it's a
guestion of between a client and its clearing
broker. And that's where the optionality should
be.

Recogni zing that at the end of the day,
i f you look at the clearing nodel today it's open
spoke nodel. 1In the center of that, you have the
DCOs. On the outside of that you' ve got the FCMs,
and then the FCMs have the relationship with the
clients. So | think that's the only way you can
actually nmake that work.

MR. WASSERMAN:  And so, with respect to
John's point, at |east for the current rul emaking
we've got to deal with the bankruptcy code that we
currently have. [If there is a change in the
bankruptcy code, then one can reconsider things.

The issue with respect -- given that
what we're tal king about is an insol vency,
ultimately the FCMis going to be in a position
where it doesn't have the ability to neet its
obligations. And so then the questionis, in

terms of any distribution or in terns of any
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transfer which, essentially, acconplishes a
distribution otherwse -- given that there is a
requi rement of ratable distribution, ny concern
I's, again, in the current bankruptcy code and
until it changes, the concern is how can you --
you know, even if the -- whether it's the FCM or
the DCO or even our regulations say well, okay.
These custoners will be treated differently.

Utimtely the question before the
bankruptcy judge is, okay were those agreenents --
| nmean, agreenents are overturned in bankruptcy
court every day. That's the nature of the
exercise. And indeed, ny fear would be that the
j udge woul d say, how nice, CFTC, that you have
this rule. Unfortunately it does not conport wth
the code, and |I'm enforcing the code.

| nmean, we have, indeed, a nunber of
powers under the Commodity Exchange Act and under
t he bankruptcy code which protect things in ways
that other creditors are not.

MR. EDMONDS: So, Bob. Is it your

interpretation that there's no way either through
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rul e set, docunentation, or regulation that this
agency controls? That ratable distribution by
class could be put into place w thout that
mat eri al change?

| mean, we're going to be dealing with a
| ot of things that don't provide absolute
certainty as we go through this. Hats off for,
you know, the work that's been done to try to get
to that point. But there's still sone that we're
betting themto cone with us a little bit.

But if it were clear -- and obviously,
there are ratable distributions based on cl asses
i n bankruptcy a lot. Wy would this be any
different in that case if we wanted to provide a
way for folks to either have it or not have it?
And it included the docunentation between FCMs and
their custoners, docunentation between clearing --
menber shi p docunentati on between the DCOs and the
clearing participants, and then codified in the
rule set that this conm ssion can control.

MR. WASSERMAN:  And so, we do -- you're

correct. W do have, for i1Instance, account
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cl asses. And so right now we have separate
cl asses for futures, for foreign futures. W've
added, of course, just over a year ago a specific
account class for cleared OIC

But all of these have foll owed, you
know, ever since the |late '80s -- and we sort of
di scussed this a little bit in the release. It's
in the footnotes, but. Since the late '80s, all
of these have been based on the type of the
product. And indeed, they draw sustenance from
sone legislative history of the bankruptcy code
saying that, well, you would have different
estates based on the type of product.

And so futures are a different product
t han swaps, and futures -- there's inportant
di fferences product-wi se fromforeign futures. To
then take the | eap and say, well, okay. Each
person his own account class. O, custoners who
elect this are in a different account class from
custonmers who don't. That, it seens to ne, is a
much further step than ever we've taken.

And yes, sone of -- well, I'"'mnot sure |
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agree that we're looking at that things are --
we're sort of taking ganbles in terns of the
i nterpretation. My colleagues from OGC woul d be
very upset wwth nme if | agreed with that. And
i ndeed, | think they're right that, essentially,
we are trying to interpret the |aw as best we can.
And | guess fromwhere I'msitting, | don't see
how you can interpret ratable distribution and
account classes to get there.

| guess there would be a separate issue,
which is -- so we start out saying, well, gosh.
Custoners can pay nore and then they woul d get
sonething better. And if there were an insurance
conpany out there who is offering policies on
fell ow custoner risk, then maybe we coul d get
there. But I'mnot aware that there is one, so
then the inplenentation question | woul d be asking
IS, so the custoner pays nore, okay. Who are they
paying it to? And how at the point at which you
need the noney does that translate into protection
fromfellow custoner risk? 1In other words, if the

custoner is paying noney to nake soneone el se bear
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the risk of loss, great. Wwo is that person and
how are they going to do that?

MR. DIPLAS. W tend to agree with your
Interpretation. | think our -- you know, we need
to do alittle bit nore work. But our read of the
current -- the code as it stands is that we
probably need to offer these services out of
different FCMs. W have to create different FCMVs
-- capitalize them separately to offer one
segregation versus another, for the clients to
feel confortable that they will get the treatnent
t hey expect in bankruptcy.

To conti nue sone of your questions, you
could say | could go -- if I'"'ma client, | could
go wth the -- you know, |ike a conmm ngl ed nodel
until three days before default, and the [ast two
days convert to the fully segregated. And of
course, everybody wll do the sane and there w ||
be nobody on the other side.

So, | just don't know how it operates.
| think you probably need to create these kind of

silos if you were to offer basically -- if you
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were to offer --

M5. TAYLOR If you were to offer choice
by cl eari nghouse --

MR. DI PLAS: Choice by clearinghouse,
yeah --

MR. MACFARLANE: But Bob, what's the
downsi de of offering both and allow ng the
I ndi vi dual market participants to make their own
j udgnent s about the bankruptcy code or the risks
associ ated wth one nodel versus another?

Because if you don't offer both, then
you really rob the opportunity to perhaps take
sone initiative wth respect to the bankruptcy
code or address that problemthat full segregation
may present in different ways. So, it would seem
-- you know, you're not weakening the system 1In
fact, we would argue that you' re strengthening the
system And we're concerned about the systemc
consequences of omi bus nodel and the
nmut ual i zation of risk that that creates. It
really under-prices the distribution of credit in

t he system

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

85

10

11

12

13

14

15

16

17

18

19

20

21

22

And so, there are other system c reasons
to think about the full segregation nodel and to
try and work in a way to nake it practical.

MR. WASSERMAN:  Agai n, unless we can be
convinced that there's, you know -- if not |egal
certainty, at |east sone very, very strong | egal
argunents that woul d support the non-ratable
distribution than to sinply say, well here's a
nodel out there. W don't think it's going to
wor k, but hey. It mght. [|'mnot sure that's
sonet hi ng that would be responsible for us as a
regul atory agency.

Because | fear -- ny experience has been
when bankrupt ci es happen -- you know, before
bankruptcy everyone says, well gosh, don't worry
about those risks. W've got it covered. And we
don't want to have to pay to avoid them W'd
much rather have this or that.

Post the -- when the bankruptcy happens,
t hen people forget all of that. And then the
question is, well, gosh. Wy didn't you set this

up in an airtight fashion? And so, | think we

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

86

10

11

12

13

14

15

16

17

18

19

20

21

22

need to set it up in a fashion that we believe is
reasonably airtight according to the law. And
yes, if there is a change to the |law that woul d
make -- you know, then we could | ook at things
differently.

Al t hough again, the question | still
woul d have on the table is, okay, great. You're
payi ng nore. W0 are you paying it to and how --
who is bearing the risk? Howis the client paying
nore convi nci ng soneone to bear the risk of that
fell ow custoner | oss? You know, how are you goi ng
to calculate it, how are you going to pay for it?
You know, where are the arrows go from custoner
pays noney to custoner gets noney back?

M5. TAYLOR Hey, Bob?

V5. VEDBRAT: Bob, you know, when you
menti oned paying nore, are we naking that
reference fromthe baseline nodel? Because |ike,
you know, the OTC market today for custoners that
have opted to, you know, engage in a tri-party
agreenent, they already have a cost associ at ed

wthit. Soit's nore a transfer of that paynent
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into the cleared world.

You know, the other piece is that, you
know, our discussions with LCH has indicated that
the LSCC nodel itself should not actually have any
addi tional costs to clients.

So, if we can just -- | nean, the costs
-- 1y questions was nore, is it, you know,
additive to what an OTC client has sel ected today
inatriparty? O are we tal king about |ike a
wi der audi ence here?

MR. WASSERVAN:.  And | think you make an
excel l ent point there, that there are costs
al ready that are incurred today in the un-cleared
markets that, in terns of the difference.

But what |'mtal ki ng about here, |

think, is if you're saying, look. Sone clients

wi Il pay |less and have | ess protection. Sone
clients will pay nore -- in a cleared nodel. Sone
clients will pay |less and have | ess protection.

| think the theory of -- and Kim you'l

-- I'"'mgoing to give it back to you in a second.

If what you're saying is, well, look. Sone
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clients would pay | ess and have | ess protection.
Sone clients would pay nore and have nore
protection. M question would be, okay. Put
aside for the nonent how nuch nore. How do you
get fromthe client paying nore to the client
getting the protection? And what happens -- who
Is bearing the risk of |oss?

M5. TAYLOR Who's bearing the risk of
|l oss in a shift? Because both of these nodels are
a shift. They're -- the LSCC nodel is a shift.
The full physical protection is a shift.

To the higher chance that there'll be a
nmut ual i zation. And you can manage that, to sone
extent, with higher margins and with concentration
margin. And you can do all of that. But
ultimately, all of those things are an estimte of
what you think the worst case | oss would be. And
the estimate could be wong, and a cl earinghouse
woul d be irresponsi ble not to have enough
resources available to be able to weather the
default of its largest participants and its

bi ggest loss at a tinme when the estinmates were
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wr ong.
So, all of these are a risk shift. So

If it's -- 1 think you're trying to nake it like a

matter of fairness, like it's unfair that sone

peopl e woul d pay nore and get better protection.

| think I would look at it alittle bit
differently -- and |I'mkind of going back to
Chris' question about account class. There is an
account class for -- pretty sure there's an
account class for deliveries. And deliveries --
they are not different products than futures.
They are custoners who took the option of going
into delivery, whereas other custoners did not
take the option of going into delivery. And
there's a provision in the code now for those two
sets of custoners to be in different account

cl asses.

So, | don't really follow why there
couldn't be a case where custoners took the option
of pool ed segregati on and custoners took the
option of individual segregation, and those coul d

be also different account classes. | don't quite
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follow the | ogic.

MR. WASSERMVAN: So, two things. Well,
actually three. I|I'mreally not tal king about it
in terns of fairness that -- well, this one paid
nore and this one paid |ess.

The issue there is, you know, the
ratabl e distribution requirenent to the bankruptcy
code and how you get around that.

M5. TAYLOR But it only goes to an
account cl ass.

MR. WASSERVAN:  And in terns of --

M5. TAYLOR Right?

MR. WASSERMAN: Right. But and so in
terns of maki ng that a separate account class and
the delivery account class, yes, indeed, delivery
Is a different account class. O course,
custoners who are in delivery -- | guess |'m not
sure that | would look at it as a different
option. Rather, they're in a different stage of
t he contract.

M5. TAYLOR But they opted to go there,

right? They took an option that other clients
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didn't take in the sanme product set, and they
ended up in a different account cl ass.

MR. EDMONDS: Still a conscious
deci si on.

MR. WASSERMAN:  But custoners nake
consci ous decisions every day to maintain their --
you know, by that sane token custoners nake
consci ous decisions every day to maintain their
positions. And so by that token, again we could
have everyone their own account class. |'m not
sure that that logic is legally strong in terns of
saying, okay. This is a different product.

Rat her, again, the delivery is, | think, |ooked at
nore as a different stage in the process. And
essentially, as long as you don't |iquidate out
earlier, that's where you are.

MR. NI CHOLAS: Bob, what | would say is
-- | nmean, it seens |like as the gentleman fromthe
buy side said, this is sonmething of interest to
custonmers. And if that's the case, then | think
It should be | ooked at and pursued.

That said, I'"'mnot sure the timng is
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right for the optional approach at the nonent.
Until, as you say, the legal certainty on the
bankruptcy side is a little nore well-established.
And | would al so naybe just add in that the --
just the conplexity right now The whol e nosaic
of the changes. |t adds yet another |ayer of
conpl exity.

| think one case which is a little bit
illustrative is the case of single stock futures.
| think in that situation, clients do have a
choice, | believe, in terns of whether they want a
securities protection or futures protection, which
are clearly different bankruptcy regines. But |
t hi nk maybe the difference there is that there is
sone certain -- there is certainty. | nean,
they're different but you know what you're going
to get. Whereas | think in this context, as you
said, you don't really know what you're going to
get.

Utimtely, you know, it may be that
peopl e have to go back to Capitol H Il and hash

this out and have sonet hi ng devel oped in the
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bankruptcy code to provide that certainty. And at
that point, then | think, you know, it is
sonet hing that should be | ooked at.

MR KAHN: 1'd like to add in the
concept of optionality, there's a set of clients
t hat we've been speaking to that have said, we
really -- we don't have optionality.

Qur clients expect us to have the
hi ghest | evel of protection. So even if we would
like to stay at the -- you know, the |ower |evel
for return basis or cost basis, they don't have
the optionality. They have to choose under their
charter or bylaw. And they have stated as a
concern that, you know, what we've been talking
about is sone sort of free riding, you know, that
as a stronger credit or as a pension fund or
sonething |like that that they are all ow ng others
to not select into the highest |evel of
protection. And that has been expressed to us.

MR THUM Well | think as well,
assum ng there could be separate account cl asses

set up or separate customer account cl asses set
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up, and assuni ng peopl e could nake a choice, at
the end of the day the DCO has to establish margin
| evels that will neet the risk presented in each
bucket. So, for the bucket that is the LSCC
nodel , presumably the margin | evels would be

hi gher. Perhaps the guarantee fund m ght be

hi gher, things like that. In the futures nodel,
the margin | evels presumably woul d be | ess.

But | think that one thing that we have

to consider -- and | think it's brought out in the
release -- it's been nentioned by LCH, it was
menti oned by Athanassios -- is, in that bucket --
in the futures bucket, will clients stay in that

bucket as the FCM starts to weaken?

Clearly, the clients can assess their
fellow custoner risk. They don't -- other than
under st andi ng how t he FCM nakes its client
deci sions. They cannot assess the fell ow custoner
risk. But they can assess the FCMitself. And
while -- if the assunption is that we're setting
| ower margin | evels because we have access to the

overall pot of collateral. But then the overall
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pot of collateral is dimnished, howis that a

sust ai nabl e nodel ?

Vanguard, of course, will opt into the
LSOC nodel if it is a choice. If it is not a
choice, for many on the buy side it wll involve a
much nore engaged discussion. |If there is a
choice, it will be a nmuch nore engaged di scussi on
with clients to explain the risks. And we'll have
much greater disclosure, | would think,

obligations. But Vanguard and for Vanguard funds,
woul d definitely pick the LSOC nodel .

But | think, you know, once you get past
can we set it up so that it works or a bankruptcy
co-perspective, and wll clients nake that choi ce,
Is it an actual sustainable choice that wll
protect both buckets?

MR MAGUI RE: Bob --

MR. COCCO Bob, it's Alessandro Cocco.
| just wanted to say that | think that the
bankruptcy | aw i ssues, of course, need to be
resolved. And the question of optionality is

| inked to the question of the timng that we had
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I n the previous session.

So, | think froma timng point of view
there is a difference between the various nodels
bei ng proposed and the futures nodel. Because in
the futures nodel, | think fromwhat | hear from
nmy coll eagues in operations, it would be easier to
just inplenent what we already do for futures.

LSOC woul d present sone differences, so
even though we're still assessing themthey're
probably of an order of nagnitude that can be
dealt with. But they're nore than zero. LSCC
wth optionality would require wealth -- froma
personal point of view, | think it is a very
attractive idea. Wenever | check with operations
and we are doing the work to double check this, it
woul d be requiring a significant anount of work
because now you need to track who opted in and who
opted out. And then to, finally, the ful
operati onal segregation nodel froma timng point
of view would require a | ot of work.

And so, | think that we -- again, we are

doing the work to cone up with nore precise
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estimations. And we will either directly or

t hrough the trade associations file our coments.
But you know, finalizing the coments on the
timng period. | think that anything under one
year woul d be extrenely problematic for us.

MR. MAGUIRE: Bob, | think just to frame
this. Are we trying to make this operationally
easier? Are we trying to nmake this better risk
protection? Because a lot of it's about
I npl enent ati on.

| think introducing the cost and the
margin is relatively notive, because we're going
to talk about that later. And there are different
views fromdifferent DCOs on this. | think what
we're tal king about is protecting those who chose
LSOC versus those who chose the -- if you're the
futures nodel. And how can we bifurcate those two
from each ot her under the bankruptcy code?

The cost and margin wll conme onto, and
hopeful |y explain in greater detail later. But
the only way we can really see this can actually

work is if you have one custoner type, if you wll

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

98

10

11

12

13

14

15

16

17

18

19

20

21

22

-- the LSOC going through -- an FCM And t hen,
the other -- the omi going through another FCM at
the overall sanme firm

Now, I'Il let the FCMs comrent on what
that nmeans for them because |'msure that's quite
an over head enconpassi ng undertaking. But the

only real way to do that is through account class,

go up a level and do it at the entity level. So
you have two separate FCMs so they all, if you
will, divorce fromeach other. So you could have

a LSOC FCMw th the OIC class and you coul d have
an ommi OTC class FCM as well. And therefore,
those two things should be potentially divorced
from each ot her or bifurcated.

M5. VEDBRAT: | think al so, Bob, you
know t he selection of FCMis al so dependent on the
opti onal nodel that m ght be presented. Because
If it's an omi bus structure, you nmay -- we nay
request for an FCMto provide a parent guarantee
of sonme sort. O like, we may want to deal with
an FCM where there's -- you have a known pool of

clients.
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So, that needs to be considered.

MR. WASSERMAN:  And so to be clear, the
proposal nentioned as one optional nodel.
Essentially, yeah. Splitting the FCMs. That is
to say, so |l don't think it would be practical
under this to say, have an FCM deal with one DCO
that, let's say, does the futures nodel, and
anot her that does the LSOC nodel. Because if the
default happened with the FCMthat did the futures
nodel , then the custoners who thought they had
maybe only dealing with the other DCO -- which has
t he LSOC nodel but under a ratable distribution
t hey woul d be very surprised and di sappointed to
see that it is, in fact, ratable.

So, the proposal -- and | want to, in a
few nonents, get to --

M5. TAYLOR You're going to m x account
cl asses now across FCMs?

MR. WASSERMAN: To be clear -- okay,
forgive ne. If you have two separate FCMs - -
well, if you have one FCM and they're dealing with

two different nodels, nmy point is that does not
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wor k because if the FCM becones insolvent and if
the insolvency is caused by a | oss at the DCO t hat
undertakes the futures nodel, then ratable

di stribution would nmean that custoners -- even
custoners who are only dealing with products that

are cleared at another DCO t hat does the LSCOC

nodel, they would still be suffering |losses. And
that would -- so that is inpracticable. That does
not wor K.

M5. TAYLOR W thout a separate account
cl ass.

MR. FRANKEL: Well, the futures nodel
bei ng the baseline nodel for cleared swaps.

MR. WASSERMAN:  Yeah, the pure omi.

MR. FRANKEL: Yeah.

MR. WASSERMAN:  And yes, unless the
account class were to work -- and as | say, at
| east ny | egal analysis and, you know, very nuch
invite comments with a detailed | egal analysis as
to why the account class would work. But for the
nonent, | guess |I'mthinking that the account

cl ass does not.
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VWhat the proposal was -- and | was
I nstructed, okay. But try and cone -- you know,
can we do -- what roomfor optionality is there?
And so, if you said, well, |look. Each FCMhas to
be uni form honogeneous. They only deal with DCGCs
that all do the sane nodel. So you can have one
FCM that deals with DCOs that do the LSOC nodel,
and a separate FCM that deals with DCOs that use
the futures nodel. And again, you know, they
woul d be -- they could be affiliates. But they're
separate legal entities.

Then, the distribution fromthe one
doing the futures nodel would proceed in
accordance wth that, and all the custonmers there
woul d get that kind of distribution. And the
distribution fromthe FCM doi ng the LSOC nodel
woul d proceed in accordance with that nodel. That
IS nmentioned and questions are asked in the
release. That is a place where the Comm ssion
coul d go.

And so the question here is, if we went

down that path what are the inplenentation issues?
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VWhat are the practicalities?

MR. NI CHOLAS: One question on that
t hrough, Bob, is -- maybe |I'm m sunder st andi ng.

But isn't part of Dodd- Frank gives the custoner
the ability to elect which DCOto go to? And how
woul d that -- if they elect to go to one that
doesn't have the protection that that FCMwants to
-- it provides?

MR. WASSERMAN:  And so, |'mnot sure
that the -- | nean, if an FCM So, you know, put
this issue aside. Answering your question.

If an FCM clears, let's say, at CME and
| CE but does not -- is not a nmenber of LCH  And |
as a custoner cone to that FCM and say, well you
know, I want ny swaps cleared at LCH | don't
think they would have to say, well gosh, okay. W
better get that clearing.

My col |l eagues may di sagree -- and don't
hold nme to this -- but | think there would be sone
practical issues wth forcing an FCMto go to a
DCO and becone a nenber. Let alone the DCO may

| ook at the FCM and say, sorry. And again,
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separate issues there. | really don't want to get
I nto the open access issues.

But in any event. So, if you then said,
okay, instead of saying well, sorry. | don't
clear wth that DCO, the answer m ght be, well,
yes. But ny affiliate does. So |I don't think
that's a practical barrier to inplenenting things
this way.

MR. NI CHOLAS: But that's assum ng
there's an affiliate. | nmean, not all FCMs are
going to be able to have nultiple affiliates.

MR. WASSERMAN:  Yeah. And well to be
clear, that's one of the questions |'m asking.

MR. NI CHOLAS: Right.

MR. WASSERMAN: What are the
practicalities if we tell the FCM | ook. Right
now you're one entity, one capital pool. You
know, one form1-FR If you want to proceed on
because different DCOs are adopting different
nodel s, you're going to have to sort of hive off
and have separate FCM |Is that practical? |

nmean, there are sone fol ks who have told ne yes,
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and there's sonme fol ks who have different views.
And 1'd like to hear what fol ks around the table
here think.

MR. NI CHOLAS: | nean, just real
quickly. | nean, | would say it could present
capital resource issues. You know, FCMs don't
have necessarily unlimted anount of capital. And
now you're splitting it in half. Resource and
staffing issues also cone into play.

MR MACFARLANE: But why wouldn't we |et
the market decide? | nean, if sone FCMs deci ded
to bifurcate and offered to FCMs one which
i ntegrates with DCGCs providi ng baseline, and the
ot her one that provides LSOC and |let them the
clients, decide which they choose. And you as
FCMs can conpete with one another. Sone of you
may chose a nonoline structure, sone of you may
choose based on your survey of your clients a
bi furcated structure.

MR COX: | nean, | think if you want to
go down this road, presunmably what you're saying

Is that each DCO woul d actually have to offer both
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approaches to fellow custoner risk and then FCMs
woul d deci de which they were going to offer. And
t here woul d be sonme banks woul d have two FCMs, one
for one kind of margining and one for the other.

Which, | nean, it's not unusual, right?
A | ot of banks used to have these triple-A
entities for doing -- you know, over the counter
bilateral swaps. If you wanted to do a swap at
Bear Stearns, you could trade with Bear Stearns
single-A or you could trade with Bear Stearns
whatever it was, triple-Athing. And there was a
different price for dealing with Bear Stearns
triple-A. | don't know if any of those still
exist, but it's not really a new concept.

MR WNTER Bob, I'd like to go back to
a comment that you made, though. And you can't
separate out the issue of the open access.
Because if you start separating FCMs into nore
than one, they're going to have different capital
structures. And then what's going to happen when,
you know -- particularly if one of those entities

doesn't have a trillion dollar open book to be a
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clearing nenber of LCH? Then they can't conpete
in that market. So that creates problens.

So, you can't separate the two issues.

MR. WASSERMAN: So what | understand you
to be saying is essentially because you're
separating themout, essentially now you have two
capital pools, it makes it that nmuch nore
difficult for clearinghouses, then, to accept
t hese now smal |l er FCMs.

MR. WNTER  That's one of the side
effects that can cone out of that. That's
correct.

MR. DIPLAS: But | think this is --
we're maki ng the assunption that this is past the
finalization of the rules to respect the
menbership requirenents and all that stuff. So
we're going to know what the barrier is.

| think your point before was valid, in
the sense that if a client cones to ne and says, |
want to clear at LCH but I'mnot a nenber at LCH.
Well, I'"mnot available for that. | can becone a

menber, and this is not going to be any different.
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| think the part we agreed is that we think we
woul d need multiple FCM.

So, there is a capital constraint there,
| would agree with John's point. That it's not
necessarily the nost efficient. But | think that
woul d be the facts that we're going to face at
t hat point.

There m ght be 10 FCMs here and 6 FCVS
there, or -- and so, clients mght have fewer FCMs
avai l abl e than the total net that is avail able
now. But that would be the choice, | guess.

MR. KAHN: | think you have the issue of
capital efficiency is inportant. But you al so
have the issue of resource efficiency, basically
at a tinme when the industry is trying to get
clearing to go live. So the question is, how many
resources can each FCM DCO put aside to basically
establish this two or nore FCM structure?

And then the other question is, how many
buy side clients are going to use it? Are we
going to establish sonething that then is only

used by a very -- one or the two is going to be
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established by a very small percentage of the

I ndustry. And was it worthy of basically taking
t hose resources and dividing then? And al so,
what ever costs there are -- which | obviously am
not prepared to speak to. But it's an issue of
tinmeliness to market, and along with capital
efficiency.

MR. MACFARLANE: W have to be careful,
and | think Chris -- rather, Dan said it well.
That we're not overly expeditious and trying to
optimze or mnimze cost as it relates to
col l ateral and operational cost. Because that nmay
drive us to a conclusion that systemcally puts --
makes the system nore vul nerabl e.

And an exanple would be, if we
system cally under collateralize, we choose an
omi bus nodel because it results in the | owest
amount of collateral. Then, you inevitably are
going to -- there would be a m sdistribution of
ri sk because you're asking counterparties to put
up less collateral than they woul d ot herw se have

to put up if they were margi ned individually,
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because they're being co- insured by the others in
t he omi bus pool .

And if we do that, inevitably there wll
be an institution that wll take all of that --
all of that runway that's given themto take ri sk,
and over lever. And putting the system nore at
risk. So, we shouldn't be afraid to properly
collateralize on a stand-al one basis transacti ons.
Because that's how you're going to properly
allocate risk within the system

M5. VEDBRAT: And | think we al so have
to consider, | nean, the small set of -- there are
a small set of clients that do require
segregation. So, you know, as we nove to the
cleared role we cannot, |ike, take a solution
where we basically elimnate them out of the
mar ket .

MR. DIPLAS. No, | think we all agree on
that. | think perhaps Ray's coment was -- if |
give you an exanple. Let's say there are 20 FCMVs
now. And if, for argunent's sake, 18 of them

decide to go with nodel 1 and only 2 with nodel 2
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and 1. There is a situation that clients m ght
end up only having a choice of two FCMs in that
case, if they want to chose nodel twod. So there
Is a bit of an issue in terns of whether -- yes,
they try to nake this investnent decision and
trying to be there, you know, on tine as to how
many of them would be able to offer both services
at the sane tine. |It's going to be a question of
-- there's going to be sonme guessing in terns of
how many clients wll actually chose nodel one
ver sus nodel two.

MR. SZYCHER. Well, on that particul ar
I nstance, seem ngly nodel two is not sonething
that's being supported by the marketplace and w ||
probably sinply fade to bl ack.

Just, | guess, kind of a quick coment,
you know, with respect to what Ray had nenti oned.
You know, of setting up, you know, nultiple |Iegal
entities. | realize there are, you know, capital
considerations. But as far as operational
personnel, | don't think anyone's suggesting here

that we've got, you know, a distinct set of people
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who are working for, you know, FCM A and, you
know, the two versions of, you know, let's say
Barclay's FCM You know, as you know, all your
banks have, you know, literally hundreds of | egal
entities that are set up. And generally speaking,
we're all working for, you know, a nultitude of
those at any given tine. So |I'mnot sure the
chal | enges of those are necessarily as -- that
hurdl e i s insurnountable.

MR COX: O course, in that exanple
your choice of two FCMs is still better than a
choi ce of none, which is what you'd have if no one
of fered choi ce nunber two.

MR. EDMONDS: Bob, | want to go back to
what | think | heard you say a little bit earlier.
You said the Conmm ssion could go one direction
where you coul d choose to have the option or sone
option around the LSOC piece. |f you could get to
that point, why couldn't you al so have optionality
around a nore conpl ete segregati on nodel ? And
have that sane separation. Did | m sunderstand

what you sai d?
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MR. WASSERMAN:  Yeah, | think what | was

tal king about is that -- and we may di sagree.

And, you know, | really look forward to the

anal ysis and the comments on the | egal issue of
having it by the custoner. But if you do it,
then, now by DCO, | think the question then is not
sinply a practicality of, well -- so even if one
DCO says, well, fine. W'Il offer conplete |egal
segregati on.

| was less -- the concern here is if you
do this by DCO where each DCO is dealing -- or
rather, each FCMis dealing with DCOs that are
uni f orm based on nodel. And yes, that nodel could
be full physical segregation. Although again, |'m
not sure that helps given that you' ve got this
rat abl e requirenent.

But what a nunber of folks seemto be
raising is, in order to have, then, right now one
FCM can deal wth all clearing organizations. You
know? So long as the clearing organization w ||
accept them they've got the operational

i nfrastructure. A particular legal entity can
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deal with all clearing organizations.

Under this approach, you would only --
you couldn't have -- if different clearing
organi zati ons adopted different nodels, then the
FCM woul d have to split off so that it would have
one affiliate that deals with those clearing
organi zations that, if any there be, that adopt
the LSOC. One affiliate that deals with those
clearing organi zations, if any there be, that do
full physical segregation. One affiliate that
deals with those clearing organizations that do
t he futures nodel.

And so, that kind of splitting off, I
suspect and what a nunber of fol ks seemto be
suggesting is, there are sone di sadvantages there.
There's sone concerns in terns of the practicality
because you're taking what was one entity and one
capital pool and splitting up the capital pool
into smal | er pieces.

M5. VEDBRAT: Bob, on the DCO side. You
know, | think, you know, we'd have sonme concern if

you were to have DCOs that opted, you know, one
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nodel or another. Because that's going to inpact
liquidity on the front end. And that -- you know,
that we would like that to be a consideration.

MR. WASSERMAN: Fair point. Let ne ask
-- just focusing on the DCOs. Because | don't
want to presune what fol ks are going to do. What
criteria would you rely on to choose a segregation
nodel ?  And how woul d that decision be based --
you know, if at all -- on choices nade by ot her
DCQCs ?

MR. EDMONDS: | nean, | -- from our
perspective it's going to be risk-based, right?
It's going to be our evaluation of the risk
associ ated with that nodel that nmay or may not be
prescribed in the rules. | nean, you're giving us
a hypothetical that there may be sone nenu of
choi ces that we could take, and we'd do that on a
ri sk- adjusted basis, full-stop. And then, you
know, after that risk evaluation is done, what can
we do to commercialize that for our sharehol ders?

M5. TAYLOR | nean, | think in our case

it would also be a risk-based eval uati on. Based
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on setting the right bal ance between custoner
protection on the one hand and system c risk
contai nment on the other hand. And | define that
as the ability to stop the default of one clearing
menber to bl eed through and adversely affect the
ot her clearing nenbers. That's a very inportant

el enent of what clearinghouses do and the way the
custoner protection nechanismis set up. And the
ri sk managenent protections you put around that
affect that.

As -- and you know, | think |I nade
nyself pretty clear in the beginning here that the
| egal certainty around how things are going to
work at the very worst point intine is going to
be a very inportant part of that. C earinghouses
do not have the luxury of waiting to find out if
they're going to get paid. And so, our tinelines
are very tight. W issue instructions and get
paid within an hour. And if soneone doesn't pay
us, there is a default. And that needs to be
acted upon, because if it is not acted upon we are

creating undue and potentially unnecessary risk
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that is going to be inposed on the other clearing
menbers who are neeting their obligations.

So, that's -- it's finding the right
bal ance between serving the custoner protection
requirenents -- and we are very sensitive to the
custoners getting protection that they feel is
val uable to them But al so, balancing the
system c risk containnent.

MS. AYOITE- BRENNAN: Bob, | think from
an asset manager's point of view -- sorry.

MR. WASSERVAN.  We'l|l be coming to you
guys in a second. But if we could let Dan --

MR. MAGUIRE: Okay, I'Ill be brief.
Ri sk- based and default managenent practicality
woul d be priority. But you know, noving down it
woul d be al so custoner demand. And their clearing
menber's ability to be able to offer these
services. And then, let the market decide, you
know? W are not averse to offering growth only
LSOC and ot her account classes, if they're
al l owed, or other account styles. But it won't be

necessarily what the other DCOs are doing. It's
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nore for what the clients are choosing and the
cl ear nenbers can offer.

MR. WASSERMAN: Let ne talk, then -- as
a question, then, for the clients and the firns.
And basically, if the DCOs are allowed to chose,
do you anticipate that there would be different
nodel s chosen? And if different DCOs nmake those
di fferent choices, what do you see as the factor
in your ability to chose a clearing nodel ?

MS. AYOTTE-BRENNAN: | think from you
know, the asset manager's point of view, it gets
back to sonething that you said. That you know,
just inplenmenting two options -- two or nore
options wi thout knowi ng for certain or as certain
as you can be that it would work under the
bankruptcy code woul d not benefit us.

And the reason why | say that is, going
back to what Ray was tal ki ng about, that you have
certain clients who are going to say you need to
take the safest option. And if we take that
safest option, what we think the safest option is

and we're paying nore for that and then it turns
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out it's not the safest option, they end up where
t he sane people who chose the | east-safest option
and paid less are. Then, we're not in a good
spot .

M5. BREGASI: And | think - sorry. |
guess our concern would be that even if we get to
a spot where we actually from a bankruptcy
perspective, we are sure that it actually wll
work. So if you pay nore and you choose one
nodel, it actually -- in bankruptcy, it will turn
out to be that way.

Qur other concern is whether the
optionality will really be offered. So, one
guestion would be, would the DCOs really pick
sonet hing other than the futures nodel, which they
are confortable with today? And they understand
how it works and the tinelines that it works
under. So it's one issue.

The second issue is, what about the
FCMs? And what will be the real cost of the
optionality? Because if you require LSOC from day

one or full physical segregation for everyone, it
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seens to ne that the FCMs and the DCOs have an
I ncentive to make those work in the best and nost
efficient manner.

If you allow optionality, is there
really an incentive to nake it efficient? O wll
they just nmake the costs of the nodel that's
harder for them and nore expensive for them so
expensive for the clients that, in fact, there is
no optionality? And if you divide between two
different FCMs and now you have | ess FCMs and | ess
cl eari nghouses where you have the choice of LSOC
or full physical segregation if that's what you
want, then do you really have an option?

Because certain -- for exanple, interest
rate swaps or another swap in the future m ght
only be cleared at one cl eari nghouse. And maybe
they don't offer LSOC or full physical
segregation, they only offer futures nodel. So
where is really -- do we really have an option?
And how nuch are we really paying for it?

MR THUM | wanted to go back to

sonet hing that Kimnentioned. Wich was the
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obligation of the DCOto protect the solvent FCVs
fromthe risk bleeding over fromthe insol vent
FCM And if you had an FCM that opted into the
futures nodel and other FCMs that were in the LSOC
nodel , would there have to be sone sort of [imt
on portability in the futures nodel so that
clients didn't | eave? Because if the bulk of the
clients left, then there would not be that ommi bus
account .

M5. TAYLOR  But actually, there was
quite a lot of talk in the docunents and quite a
| ot of tal k today about the downsi de of the
clients leaving the FCMthat is deteriorating.
And | was very surprised by that, because that is
exactly one of the risk managenent benefits that
the industry has, is that clients have an
I ncentive to want to nove if their FCMis
deteriorating.

So you absolutely want people to be
noving their accounts if the FCMis deteriorating.
And that is sonething that when they go -- if they

take their collateral, they're taking their
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positions, too. And nonitoring the exposure that
we're facing fromeach FCMis sonething that we're
doi ng on an ongoi ng basis. So, it adapts very
qui ckly to changes in the exposure profile that
the FCM f aces.

But that's one of the concerns that |
have about a nodel. And we will provide a nodel
t hat provides the kind of safety and soundness
that is desired by the custoners and all owed by
the regs. And we can neke it safe, froma
bankruptcy point of view So we're open to
providing the type of protection that you fol ks
feel that you need.

But | think that there's a very
| nportant thing that's being m ssed here as | sat
here and |istened to all of you tal k about the
fact that if we had all these, you know, nultiple
FCMs spawni ng off to support different options.
And the capital is going to get fragnmented, and
those are going to be | ess-worthy counterparties
just by definition because the firns are going to

devote X anpunt of capital to this cleared
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busi ness. And if they have to divide it between
three FCMs, they'll divide it. Right?

So, there's going to be a weakeni ng,
then, of the counterparties that you face. And
nobody seened concerned about that. And that's
one of the concerns that | have about noving from
a nodel that provides an incentive for the clients
to care about the credit worthiness of the
clearing nenbers. | really think that is a part
of the bedrock that has nmade the futures industry
very safe over a very long period of tine.

Yes, there is an omi bus cust oner
protection nodel. Yes, theoretically you are all
exposed every day to fellow custoner risk. But
there are so many protections in the systemto
prevent that fromever beconming a reality that it
has a very good track record of being very
successful over a long period of tinme through
extreme crisis situations. |In fact, it has been
so successful that the governnent decided it
needed to be the nodel that was applied to other

mar kets where the safety nechani sns were not as
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successful. And now, we're in a place where we're
going to be adding in a bunch of new busi ness and
a bunch of new exposure to the cleared nodel and
taki ng out the bedrock safety and soundness
mechani sns that have underpinned it.

So, the whol e aspect of noving all the
new products into clearing while at the sane tine
gutting the protection nechanisns that are in
pl ace and replacing themwth others that we
presune will work is sonmething that | think we
need to really consider very carefully. And
| istening to you all tal k about not caring about
the -- kind of the deterioration and quality of
your counterparties, thisis alittle bit of a
concern for ne.

M5. VEDBRAT: Can this now -- there's no
known trigger that tells us that we have a
deteriorating FCM or that we're exposed to an
increase in fellow custoner risk. 1In the
gover nment nodel, you know, other than being aware
of your counterparty from you know, your nornal

risk practices, there's no -- within the nodel
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itself, there's no trigger that would allow us to
know that there is a fellow custoner risk that
m ght have i ncreased.

MR COX: 1'd also like to challenge --

M5. TAYLOR  But your fellow custoner
risk really only applies when your clearing
menbers is al so weak, right?

MR. VEDBRAT: | know, | know.

M5. TAYLOR  So, you definitely can see
I f your clearing nenber is weakening. And you can
definitely trigger -- you can trigger yourself to
have a counterparty discussion and decide if that
Is still the right counterparty for you and ask
your clearing nenber sone questions about, you
know, their practices and their risk managenent.

| realize it's not perfect.

M5. VEDBRAT: Yeah, no. | think if --

M5. TAYLOR  And obviously, you have
said as a group that it is not the kind of
protection that you want. And so, the industry
wll find another way to provide you with the

protection that you want.
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| guess I'mjust putting it out there
that | would encourage you to be thoughtful and
careful about what you ask for. Because what you
have had has theoretical risks. But it has
absolutely perforned. |It's the only thing that
did performin the credit crisis. To such an
extent that it has becone the nechani smthat
everybody wanted to use to protect the world from
future crises. And now we're in the process of
changing it in ways that m ght have unintended
consequences, because we're doing it very quickly.

M5. VEDBRAT: | think, Kim but there's
al so this piece that, you know, the OTC narket is
very different fromthe futures market. And we do
need to take that into account as we are | ooking
at the futures nodel for OIC

M5. TAYLOR And it wll be -- and it is
very different. And it will remain different for
a while. But | think over tine, it wll becone
| ess different.

M5. VEDBRAT: But if you were just to

take size and tenor of the OIC market versus
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futures. That in itself would say that we do need
to ook at the nodel and see if we're confortable
with the risk as it stands today in futures.

| think nost of us here have been
tal king on behalf of the swap market noving into
this nodel, and have not really said, you know,
much on the futures nodel itself for futures.

MR. WASSERMAN. (Ckay, and let's let --

MR. COX: Yeah, | just wanted to nake a

couple of comments. First is, this issue of

fragnenting capital. |If you have one FCMwth a
billion dollars of capital, and you now split it
into two with half a billion in each and half the

custoners go in one, half the custoners go with
the other, I don't see why those two new entities
are any less creditworthy than the original FCM
was.

They may be, but just because they're
smal l er that doesn't actually nean they're nore
likely to default.

M5. TAYLOR | think the excess capital

wi Il also get fragnented. | think is really --
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MR COX: But it's still the total
anmount of capital in the system --

MR. FRANKEL: It's the sane total, but
you w Il have pools fromeach side that before
woul d have offset to sonme degree. And so the
reserve capital you need to support those pools in
each, in sumtotal, would need to be bigger.
Because there's no offset in-between the two.

MR, COX: But | guess I'mstill not
followng. |If you ve got a nore diversified group

of counterparties, then actually it would sort of

be a less risky thing in aggregate. | nean, the
pools they're offsetting would still offset,
right?

MR. KAHN:. In the exanple of 50-50, it
probably does work. [If you're an exanple of one
side is 90 percent and the other is 10 percent, |
think you have a different dynam c, then.

M5. TAYLOR O, one side gets all the
| ongs, one side gets all the shorts.

MR. FRANKEL: Yeah, but in general it's

not quite so black and white. But there is always
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sone savings fromputting it in the sane pool,

which will be lost. And so there will be capital

MR. COX: Doesn't that -- that's the
whol e part of the clearinghouse, right? The
cl eari nghouse i s what pools the risk.

MR. WASSERMAN:  Yeah, but there's
anot her issue there --

MR. FRANKEL: No, but you need capital
reserves to guarantee the --

MR. COX: Right, but you still have the
sane capital reserves that you -- | nean, | don't
know. Maybe --

MR. WASSERVAN. It's a separate |egal
entity issue. Because when you split it up --

MR MAGUIRE: It's legal entity.
Separate legal entities only have access to one or
the other. The net total is the sane, unless it's
guar ant eed by the sane parent group.

MR COX: Right. But if each |egal
entity has got an unbal anced portfolio conpared to

what the original one had, soon you're going to
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charge them nore margin.

MR. MAGUIRE: That's correct.

MR. DI PLAS. Well actually, there is a
difference al so dependi ng on what you do in the
guarantee fund calculation. W're talking only in
the margin here, there's not really split in the
guarantee fund cal cul ati on because it's going to
be done at the clearing nenber |evel.

MR. COX: Right.

MR. DIPLAS. You're going to get the
offsets that you don't get when you do the initial
margin at the cost |evel.

MR. MAGUI RE: There would be a m ni mum
contribution to a guarantee. | think one of the
main things is mninmmcontributions are guarantee
funds. So if today you put --

MR. COX: Absolutely --

MR MAGUIRE: ~-- 2 per -- if you put 10
for 1 clearing nenber, you' d have 20. That's
where it really has inpact.

MR. COX: Because then you have true

fixed contributions. Then as you split off, nore
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-- you know, it's going to becone |ess efficient
for the ability of the parent entity --

MR DIPLAS: | think the mnimumis kind
of peanuts, practically speaking. | nean, whether
it's 10 or 20 or 40 -- each one, for nost
entities. The -- nost of the active, at |east,
FCMs wi Il be way above the m ni num guar ant ee fund
contri butions.

The officers, | think, wthin about 40
are probably nmuch nore substantive at the
guarantee fund | evel than anywhere el se. But
anyway, we're digressing a little bit here.

MR. WASSERMAN:  Yeah, and let ne |et
sone folks at this end of the table --

MR. WNTER  There's one other issue,

t hough, related to if you split the two FCMs. And
it's also, what's the other activity the FCMis
perform ng? Because it's not just clearing
custoner business, it's also clearing proprietary
or affiliate business. And quite frankly, npst
FCMs that have gone bust have gone bust not

because of the custoner busi ness, because of the
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proprietary activities. So you can't ignore that.

And so where does that business then fit
in? Wich entity does it go into? And does it
therefore increase the risk to the clients in one
entity over the other? So you can't separate the
two in that regard as well.

MR. WASSERMAN: | woul d note that under
any of these nodels, the clients are fully
protected agai nst proprietary | osses.

MR. WNTER  That -- |'m not suggesting
that, the commingling |losses. But there's a
hi gher probability that there will be a failure in
one entity over the other, potentially. Just
because of the proprietary activity.

MR. WASSERMAN: And then there is the
exposure to the loss fromliquidation.

MR. WNTER  And the other clients that
could be in deficiency at that tine.

But the other thing I'd like to throw
out there, though, is that when we tal k about
optionality, again the issue is when you | ook at

the buy side today, they have the ability to
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control how they manage their risk. They do that
today in the OIC market. They can use triparty,
for exanple, for getting bilateral and all the
rest of that stuff. But they can do triparty.
Wiy couldn't you allow triparty in the clearing
mechani sn? That would give themthe sane
protection, recogni zing that they'd have a
triparty sonewhere el se.

The FCM has to substitute its own cash
or collateral to neet the margin. And that's no
different than what they do every single day today
first thing in the norning, because they first
have to pay up the clearinghouse in the norning
and then during the day they're collecting that
noney fromtheir clients.

M5. TAYLOR | think you have stunbl ed
i nto optional physical segregation. Wich
apparently doesn't work w thout an account cl ass.
Which | think we could create an account class for
it, but --

MR. WNTER  That's exactly the point.

| think you create an account class, you allow for
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triparty, you resolve the problem and it's not
overly burdensone.

M5. BREGASI: But if triparty works, why
are we nmaking it optional? Wy aren't we just
maki ng that the nodel ?

MR. WASSERMAN:  And the difficulty is --
| nmean, right now -- first off, we're tal king
about triparty |I think in the current world is
that the collateral is not -- so the collateral
woul dn't be going up to the clearinghouse. The
collateral would be sitting at a depository. And
l"'mnot sure, Kim if that's sonething you're
going to be confortable with, or?

M5. TAYLOR Well, | nean, the way that
the gentl eman described it, the clearing nenbers
fund this now when they have triparty arrangenents
where they are allowed for other things.

So, | think what it really boils down to
I's, we have to figure out what problemwe' re
trying to solve, and then conme up with the best
conclusion for howto solve it. Because if being

able to use your triparty accounts -- which |
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think is what your issue is. Because you have
themin the OTC market, right? And you feel that
you're protected, and you probably are protected
fromthe default of your prinme broker counterparty
because you have your collateral in a triparty
account .

And the problemw th the noving to a
cl eared environnent is that the basic existing
CFTC custoner protection nechanisns pulls that.
You could still have a triparty account, the firns
could still finance it, they could still put the
margin up with the clearinghouses. But when it
all shakes out, that would be subject to a pro
rata distribution, along with everything el se.

So if we nmade those triparty accounts,
that's exactly what | nmean when | say full
physi cal segregation with an option. Because not
everybody wants -- not everybody now has triparty
accounts in the OIC arena, right? Only sone of
you feel that it's inportant enough to be worth
the costs or burdens or whatever it is -- the work

to set it up. And then, those of you who do that
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work to set it up reap the benefits. And people
who don't, don't reap the benefits.

That is -- other than sticking with the
exi sting nodel, which has theoretical risks that
really are very |low probability of happening, |
think that's the best option.

MR THUM | just wanted to respond to
one --

MR. WASSERMAN: Just to clarify a
guestion, though? Under the third party nodel
that you're thinking of, would the initial margin
be held at the third party? At the clearinghouse?
O, both?

M5. TAYLOR | think it depends on what
problemwe're trying to solve. Sonetines | think
the problemwe're trying to solve is that you
don't want your -- you'd rather have your noney
with the clearinghouse than with the FCM  But |
think that that probably goes away if you've got
triparty, because they don't really have access to
the noney, either. Right?

So | think it could be done either way.
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It depends on what problemwe're trying to sol ve.
MR. WASSERMAN: So you're saying you
woul d accept a nodel where the collateral of the
custoner is not held at the clearinghouse, but
only at a third party depository?
M5. TAYLOR If the margin at the
cl eari nghouse was funded by the clearing nenber.
MR. WASSERMAN:  So, both. So in other

wor ds, the nodel you're tal king about is one where

M5. TAYLOR It's a collateral upgrade
nodel , basically --

MR. WASSERMAN: -- the client has noney
at the third party and then you'd have doubl e seg
with the firm posting noney at the clearinghouse.

M5. TAYLOR But | would al so accept a
nodel where the third party account attached where
-- attached to -- 1'd accept a full segregation
nodel that could be made to work where the
attachnment of the third party account was actually
between the third party and the clearinghouse, if

that solved the problem But it cones down to, we
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have to figure out what problemwe're trying to
solve and then find the very best way to solve it
that works for the clients and the FCMs and the
DCOs. Because it has to, ultimately, work for all
three legs in order for it to work, right?

MR THUM | think the problemwe' re
trying to solve is very basic. And we have it now
in the bilateral world. And that's if we're not
defaulting, we want to get our margi n back. So,
we accept in the LSOCC nodel we may be susceptible
to investnent risk, but we're not susceptible to
fellow custoner risk.

Also, | think it is inportant to point
out that if there is the optional approach and
there are two FCMs and there's got to be two pots
of capital, that would be an issue for us as we
choose our FCMs. And indeed, in interview ng FCMVs
one of the main conponents has been what is the
capital level? Is it set at a mninmmlevel
required by the DCO? 1|s there sone cushion there
that we could then nonitor? |If the cushion goes

away, then we decide to nove it to another FCM

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

138

1

10

11

12

13

14

15

16

17

18

19

20

21

22

wel | before there's a problemw th the FCM

So indeed, | don't know that anyone here
suggested that that's not a critical issue.
Certainly for Vanguard it's a very critical issue.
But the problemto be solved is getting the margin
back. W don't think we will ever default. And
in the Lehman situation, the bilateral world, we
were well protected. Certainly we were protected
with our futures, given the way the futures nodel
Is set up and the risk paraneters of the future
product .

In the derivatives nodel, though, not
only do we hold all the collateral of the
custodi an we al so, in evaluating our derivatives
dealers, in the event the volatility of the
position is great, we go out and buy CDS
protection on the dealer. So, there's nmany |evels
of protection that we can build in in the
bilateral OIC world. And we're |ooking to get not
significantly worse protection in the new cl eared
derivative worl d.

MR. WASSERMAN: Ckay, |let ne have
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anot her chance --

MR. FOLEY: | just -- | nean, | don't
pretend to understand the finances of all this.
But | do know, | nean, that we have third party
accounts authorized for several years -- many
years. And ny understanding is, the firnms who
offer that even for futures found it to be highly
expensi ve because they had to use their own funds
to finance the margin at the FCM There are
capital inplications for doing that.

If we're -- if that were to be offered
in with swaps, where ny understanding is that the
margin will be higher, the charges on the firns
wi Il be that nmuch higher. And | think it's going
to becone exceptionally difficult for FCMs to
of fer this.

One of the goals of the Dodd-Frank Act
was to increase the firns, the clearinghouses,
deal ers who were going to be involved in the swaps
market. And it seens that everything that the
rules try to fix only serve to narrow who the FCMs

are who are going to be able to afford to do this
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-- who the clearinghouses are who are going to be
able to afford to do this. And so |'mjust
concer ned.

| mean, | think it's wonderful to offer
this. And as Kimsaid, everyone wants to give
their custoners what the custonmers want. But we
need to find a way to get it done in an econom cal
way that -- and a way, obviously, that fits within
what the lawis at the present tine. If we need
to change the law, then let's all get together and
change the | aw.

MR. MACFARLANE: Tudor woul d happily pay
the increnental costs, both in terns of coll ateral
and operational costs. And we've invited our FCMs
to cone up with a nodel and show us the cost.

We al ready pay a higher cost in our
execution of OIC transactions, through the use of
the triparty nechanisns. W've spent noney to put
triparty nechanisns into place. W've paid
custodial fees to the custody bank that holds the
triparty coll ateral.

The cost of not doing it is actually
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greater, in our opinion, because if we did not
have those nechanisns in place and we had anot her
event as we did in 2008, the uncertainty that's
created by not know ng who we're sharing risk in
t he omi bus pool would cause us to pull our
capital back fromthe narket. And so, as many

| everaged pl ayers did, they delivered their
positions in Septenber of 2008 because they
weren't sure about their prinme brokerage ri sk.

Simlarly, that could happen in the OIC
market if we were unsure about who mght be in the
pool with us and whether or not they m ght
default. There's -- that's not hedge-able. And
the only way to reduce our risk is to de- |ever.
So we'd be pulling capital back fromthe market at
a time when the market woul d nost need that
capital.

So, again, it cones back to the point
that | think Dan nade at the beginning. W've got
to be careful that we find a bal ance between
operational, efficiency, collateral efficiency,

and what's right systemcally to make sure we

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

142

10

11

12

13

14

15

16

17

18

19

20

21

22

don't build sonething that wll be weaker if we --
not if, when we have another crisis.

MR. FOLEY: [|'mnot chall enging that.
My point is that ny understanding is, these
accounts are highly expensive. And | don't -- so
| think it's sonething that woul d have to be
| ooked at very carefully, taking into account.

MR. MACFARLANE: Well, getting back to
Kims question, what does the client want?

Speaking as a client, we want better protection

and we're wlling to pay for it. So -- and |
think if -- getting back to Bob's question. You
know, if you give -- if you unnecessarily restrict

the market's options, you may push theminto a
nodel that does not suit their risk profile. If
you give themoptions, they can pick sonething
that suits their risk profile and they can neke
the decision as to whether or not they want to go

with an ommi bus nodel and post |ess collateral but

take the risk on the back end. It's a pay ne now
or pay ne later, | think, equation.
And others will choose the other nodel,
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whi ch woul d give them nore certainty about whet her
or not they get their collateral back.

MR. WASSERMAN:  Nevi s.

M5. BREGASI: | just wanted to nmake two
points. | don't think -- | still didn't really
under stand whet her the DCOs are happy with | eaving
the collateral at the triparty. So instead of
havi ng the FCM separately pay the DCCs whil e the
collateral of the custoner that's supposed to do
the FCMs stays at the triparty. Because |I think
that's where Kevin's point cane in about it being
very expensive for the FCMs.

M5. TAYLOR And from our point of view,
we woul d want to work through the nuts and bolts.
But I'mconfident that there is a way that we
woul d be able to be confortable with that.

M5. BREGASI: So | think --

M5. TAYLOR SO --

M5. BREGASI: Just keeping it there, if
that's the case then | think Kevin's points about
the FCM -- this being very expensive for FCMs

woul d not stand. So that's one point | wanted to
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make.

And then the second thing on
optionality. Wile | totally agree that it's
better to have optionality than just to stick with
the futures world, going back to your point about
in today's world not every custonmer wants triparty
and a |l ot of them chose not to have triparty, |
al so want to say that we want triparty and cannot
get it frombrokers. So in fact, there is no
optionality today. They wll only do it if it's
legally required. So for our mutual funds,
they're happy to do a triparty. For our other
accounts, they are not legally required to keep
their collateral at a triparty, at the custodi an.

The brokers are not com ng back and
saying, we'll just charge you nore. They're
saying, we're just not doing it. | know that they
are doing it for other asset nanagers that are
bi gger than us -- and we're not small. W have
$240 billion under managenent. But right now t he
answer for us is, no.

So, ny other concern with optionality --
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like | said before is, whether it's a real option.

MR. NICHOLAS: |s that futures? O is
that --

MR. COCCO Sorry. Bob, this is
Al essandro speaking for the dealer -- for at |east
nmy institution. W have trilateral agreenents on
the OTC side for sonme clients. And it is
sonet hing that we work on.

| think that if you take a |ot of the
collateral for the whole narket and place it into
third party custodians, | think you woul d be
appropriate to conduct an analysis of, is it
really safe once it's there? And who bears the
risk of a failure by the custodi an?

| think those are questions that woul d
be -- it would be very prudent to find very clear
answers to those questions. [|'mnot saying it
doesn't work or it shouldn't be offered. |I'mjust
sayi ng we should make sure it works, if that's the
route that we go towards. Because froma systemc
poi nt of view, you would want to nake sure that

you have adequate protections for FCVs for
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clients, of course. For the clearinghouse, and
also for a third party custodi an.

MR NI CHOLAS: Just to -- sorry. To
throw in ny thoughts here. | certainly understand
the concern of the custoners to limt risk.
Qoviously that's critical.

But | wonder -- and | guess this is nore
of a question. Isn't another path towards
limting risk getting perhaps nore information
about the FCM? Wat are the -- you know,
Information that's not currently being discl osed,
| everage i ssues, concentration issues, proprietary
trading issues. Doesn't that really get to your
concern nore?

Because even in a conplete | egal
segregation nodel, given bankruptcy limtations
I"'mnot sure that in all cases you'd be getting
everything back. |'mnot a bankruptcy expert, but
I'"'mnot sure that that's the case. Wereas if
you' re | ooking deep into the FCM you're going to
see your real risk.

MR. WASSERMAN:  And | think we're going
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to address those questions this afternoon in
detail. Because | think there are sone
I nteresting issues in terns of, you know, the
notivations of the buy side. And we've sort of
alluded to that. And there's al so been sone
allusions to, well, how nuch information can
practically they get and can practically you give
t hem

But, | am-- it's pointed out that the
time -- we've gone fairly over. And | really do
want to nmake sure that everyone does get a chance
to have a good, healthy lunch. And so -- it's
only an hour and five mnutes you have. There's a
nunmber of places around here. And | very nuch
| ook forward to having fol ks back here pronptly at
1: 30 to begin.

(Recess)

* * * * *
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MR. RADHAKRI SHNAN: Pl ease take your
seats for the third panel.

MR. WASSERMAN:  So, housekeepi ng detail.
Pl ease everyone renenber to turn your m ke on when
you speak and then turn it off with the red
button. Then we have two fol ks who are new to
this panel and I will et themintroduce
t hensel ves.

MR. PRAGER  Thank you Bob. Ritchie
Prager, Bl ackRock.

MR. HARSHAW Ji m Har shaw, GM Pensi on.

MR. WASSERVAN.  We're now going to talk
about the advantages and di sadvant ages of the
different nodels, and nost inportantly, the
advant ages and di sadvant ages of the nodel s
conpared to each other. One of the things that
was alluded to earlier and I'd like to raise it
here nowis what are the differences if any
bet ween swaps and that industry and both cl eared
and uncl eared and the futures nmarkets that are
rel evant to this discussion?

MR, PRAGER: | think we heard sone of it
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in the prior panel and | think it's a great
question to start with to frane sone broad

di fferences. Wen we | ook at the OTC market and
the swap market and | ook at sone of the statistics
publ i shed by | SDA, ny understanding is there is
sonme $600 trillion notional outstanding. W have
today I think in the cleared space sone $200
trillion of which is cleared primarily on LCHin a
deal er- to-dealer environnent. So that's one
metric. | think if you | ook at another netric and
you | ook at tenor, | think nost deal er books'

out standi ng average |ife would probably be
sonewhere between 3 to 4 years. |If you | ook at
LCH, ny understanding there is that the average
life of their cleared population is sone 8 years
of tenor. So if you start thinking about the
variation margin in the context of 8-year average
life, that's sonmething to consider. Then if you

| ook at CME and sone of your figures, and |'m sure
they'll help me if | get their figures very, very
wrong, but |I think in CVE's interest rate conpl ex,

just thinking of Eurodollars, T notes, SET funds,
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there is some current open interest of sonme $15
trillion or so. And if you take Fed funds out of
that it's about a $11 trillion size market. So a
very different size that we're tal ki ng about.

Then if you | ook at the tenor, nost
futures are fairly short dated in maturity. Think
of rolling in Eurodollar futures with huge
vol unes, nost of the volune is in the front
contracts and they mature every 3 nonths, so the
variation margin over the |[ife of 3 nonths is
going to be very different over the variation
margi n of sonmething that's 8 years. So | think
when we, again it's a great benchmarki ng question
to start with because when we start tal king about
these different nodels and we defer to sonething,
we say we defer to the futures nodel, in a | ot of
t hese conversations these are apples to oranges
when we start tal king about risk. That would be
my cut at the broad differences.

M5. TAYLOR Can | ask a question
t hough, Ritchie? You're making it sound as if

there's a difference in the way the risk posed by
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the variation margin if sonething exists for a

|l ong period of tinme or if it exists for a shorter
period of tinme and with the variation margin being
settled every day, |I'mnot sure | understand the
di stinction.

MR. PRAGER: Well |'mjust |ooking over
the life. | think that's a fair point, Kim |
think first of all these sheer volunes, we're
tal king very, very different sized markets. A |ot
of these futures that we're tal king about in the
futures market are very short dated contracts
anyway so if you look at the daily variation
mar gin of sonething that has 3 nonths of duration
and a very snmall BVP versus an average life
contract of 8 years, just the daily variation
margi n al one and the sheer size and the | onger
duration wth the higher BVP are nuch | arger
nunbers.

MR. DIPLAS. Ritchie, | agree wth your
coments already but | would add to that also the
difference in terns of how the products trade in

the sense that a | ot of swaps reside in a book for
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along tine after the initial trade so that the
unwi nd aspect of the book is going to be different
versus a shorter dated 3 nonth future basically,
which is emnently observable so that it requires
a longer unwi nd horizon and it has to be handl ed
with nore care | guess.

MR. KAHN: Al so the operational needs of
mar gi ni ng and doi ng the conputational cal culation
every day is different on the OIC products. They
have | onger dated cash fl ows and they have coupon
resets and things |like that. So in doing the
portfolio every night, which both the FCM and the
CCP need to do, it is a nore conputationally
conpl ex instrunent.

MR. FRANKEL: Also nore nodel based,
valuation is nore nodel based. Wile we build an
Interest rate curve, all the off the runs or
anything that's not traded that day is discounted
and so there's a nodel valuation that's separate
froma w dget price that trades in the central
order book. There is no central order book for

t he swaps.
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MR. RADHAKRI SHNAN: It seens that the
comments you' re nmaking go toward differences in
how t hey coul d be cl eared.

MR. FRANKEL: Yep, and al so the
variation margin is collateral, which is a rather
substantial difference fromthe futures clearing
nodel where variation margin is daily settlenent.

MR. RADHAKRI SHNAN: So you're saying the
VMis collateral. What is IMin an OIC trade?

MR. FRANKEL: Also collateral, but the
VM col | ateral i zes current exposure and | M
collateralizes potential future exposure is the
way we think about it.

MR. HARSHAW | think one of the things
that's inportant to understand is that in the OIC
area for nost of the people on this side of the
panel, the buy side, they don't post what you call
In the futures area initial margin, but in the
swap area it's called i ndependent anmount so that
out of the box when you go to the cleared side,
It's an econom c negative. Second, the nodels

t hat exist today, the futures nodel and the swaps
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nodel , over 90 percent of gl obal derivatives are
done in the OIC swaps market as conpared to the
exchanges, and peopl e have chosen that for a
reason. There is a lot nore flexibility in the
OTC area to establish the types of protections
that you want to have with your counterparty, how
much you want to be exposed to the risk, how
little you want to be exposed to the risk. Wen
it conmes to the margin that you post in the
futures area, you really don't have nuch choi ce.
In the OTC area you can negotiate that, and in
addition you can actually control it, and that has
| nportant portfolio managenent consequences. |f
|"mholding a bond and |'ve got a triparty, that
bond is still mne. |It's pledged for the benefit
of the secured party, but it's still in ny
portfolio and I'mgetting the incone on that bond
and when you |l ook at ny assets list it's going to
have t hat bond.

In a futures area, | give up a bond to
the FCM  Your treasury could get converted to a

grease fund the next day. | don't the treasury in
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nmy portfolio anynore. So there are significant
differences between the futures and the swaps
mar ket and today the buy side ops for the swaps
mar ket nodel .

MR. WASSERMAN: Let ne try and focus
folks a little bit though on the distinctions to
the extent there are any between swaps as they
m ght be cleared and futures. One of the points
that fol ks have raised is wait a mnute, we' ve got
a futures nodel. It works. It's worked for a
very, very long tine. So we should then bring
swaps into this nodel that has proven itself. |
guess the question is are there in fact any
differences that would challenge that or in fact
Is a cleared swap really the sane as a cleared
future and maybe that argunent has wei ght?

MR. HARSHAW | think one of the things
that we need to pop pretty quickly is the 100
years exanple. In 1987 when the market crashed
the CVE as | understand from peopl e who served on
the Risk Commttee during that tinme went to get

margin fromthe FCMs and many of them coul dn't
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post it because they couldn't get it fromtheir
banks, and when margin is called it's called on a
T plus 1 basis fromthe custoner and on the CMEs
we understand that they could get called that day.
We understand that there was pressure by the
governnment to force the banks to lend to the FCMs.
Had they not gotten the capital, we nmay not be
braggi ng about CCPs today. |In fact, one of the
CCPs in Hong Kong went under. So we're talKking
about a structure that hasn't been tested. It's a
bi cycle conpared to the OTC car and it's carried
the wei ght of that person, but now you're taking
tons of bodies and trying to put themon the
bicycle and it can't bear it. Wat we're saying
is that the risk assessnents of the CCP need to be
ret hought in light of the vol une.

MR. MAGUIRE: May | cone back on that
because it has been tested -- cleared interest
rate swaps. Qurs traded in the OIC market and no
change to the way they're executed which negates
statistics just to correct thema little bit. W

have over 50 percent of the open notional going
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t hrough swap cl ear today and when Lehnman Brothers
defaulted that was a $9 trillion portfolio of

I nterest rate swaps, idiosyncratic, no trade the
sane so therefore no profile of risk on each
trade, the sane, so nonstandard. The 66, 000
trades were at maximumnmaturity of 30 years. They
were in five different currencies and we cl osed
all that risk out using in the region of 100 to
150 hedge trades in the market, big trades, macro
hedges and then auctioned the portfolio and gave
that back to the market. So that was all done
well within the margin that we had at Lehman so

t hat nobody was inpacted in a nutualized way.
Qoviously this is very nuch dealer to dealer,
centric back then and we're expandi ng that nodel
out now to dealer to client. But to say these

I nfrastructures haven't been tested is not 100
percent true. | know Kimnentioned in one of the
earlier sessions that one of the reasons we're
noving into this nodel is because of the success
of the futures nodel. [|'d like to think as well

that's maybe sonmething to do with the successive
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closing out of the |arge OIC derivative portfolio
at Lehman as wel|.

So if you take a slice of our portfolio
which is cleared swaps, we'd have 910, 000 trades.
When we did a slice through of about 850, 000
trades that we had, nore than 95 percent of those
trades using eight fields to match were difference
so that every single trade is pretty nuch
different than you clear today. | think that's a
fundanental difference, to answer your question,
bet ween swaps and futures. They're not standard,
they are different and they are idiosyncratic. So
| think we have to be very cognizant that you can
take a swap product or an OIC product and cl ear
it, but to Kims point, the risk profile on these,
the maturity profile, the way you hedge these, is
very different fromfutures. But | think |I'msure
everybody will agree on the DCO that the risk
principles we apply should be the sane, it's just
maybe the netrics and the nodel s should be
slightly different.

M5. TAYLOR | would agree with the
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statenents about the way that the nodel has worked
and the way that it's been tested. The fact that
the Fed flooded the market with liquidity in the
crash of 1987 is going to have been a fact whet her
or not there were futures or not and all of the
settlenments were net at the CME. There was not a
failure by any participant at that tinme. So that
was a test. | think the credit crisis period was
a test certainly on the Lehman side in London
where there actually was a default. But | would
suggest even on the Lehman side in the U S
Because of the difference in the bankruptcy
structure, the registered entity didn't actually
default but it did operate in a state where it had
an inpaired parent and | think that the nechani sns
that were in place operated very well to be able
to allow custoners to nanage to a very good
outcone in a very stressful tinme period.

MR WHITE: 1'dlike to repeat the
guestion but naybe in a little bit nore focused
way of taking sonme of the observations that people

have nmade about differences with swaps and again
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taking as a given that we're tal ki ng about the
subset of swaps that are going to be cleared in
the future, then focus especially on howif at all
these differences would affect fell ow custoner
risk. Even if there's a greater volune on a
transacti on-by-transaction basis is the fell ow
custoner risk and nmanaging it either fromthe DCO
or custoner kind of way going to be the sane or do
sonme of the differences that Dan for exanpl e has
t al ked about affect this.

MR. HARSHAW | think one of the things
on the fellow custoner risk is it's just not
sonet hing we have to deal with today so that again
you have the untested aspect toit. On the sell
side, has a |l ot nore experience than the clearing
side, there's been very little cleared by buy side
and so the experience that maybe ot her people have
had and have tested on hasn't really been so on
the buy side. W're really not set up to neasure
the credit aspects of any other custoner |et alone
all the custoners of an FCM Frankly, we don't

feel we have enough tools to neasure the risk of
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our FCM W don't feel the DCOs have enough tools
to nmeasure the risk of the FCM W think capital
I S a specious test because you could be |evered
out the wazoo and have a lot of capital and we' ve
certainly seen that to be the case. W think

| everage is hugely inportant. AlIG was highly
rated but highly I evered and none of us knew that.
So | think for us the fellow custoner risk just
underscores the fact that the buy side just
doesn't have the tools or the information to

eval uate it.

MR. PRAGER If | can add on to that, |
think this is a key point and so if you | ook at
both fellow custoners and FCM We tal k about
Lehman and the very successful experiences both
the CVE had with futures and LCH had in cl eared
swaps, not every situation we're going to have
CNBC talking to us for weeks in advance basically
sayi ng nove your exposure. That was a uni que
situation where there was a neon sign flashing 24
hours a day saying you may want to think of noving

your exposure so | don't think we can count on
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that unless the DCOs thensel ves are going to
establish that neon sign and sonehow rate the FCMs
and sonehow put out a yellow warning or red
war ni ng or whatever because we don't know. W can
make our own initial assessnent on the health of
the FCM and we do. W | ook at capital and we | ook
at other netrics, but it's largely judgnmental wth
not a | ot of objective neasures in terns of their
ability to select clients, their ability to conply
wth DCOrules. W don't know if you publish the
ratings. |t would be great if there were sone
sort of rating system | go into a deli in New
York and | see a little score there whether |
shoul d buy a sandw ch our not.

Then on fellow custoner risk, no idea.
Clueless. W are then back to | ooking at the FCM
and the DCO to provide guidance so that we have no
idea if there is an Amaranth in there, if there
are other types of clients, and we have no i dea.
They may be in every FCM This is an area of
great concern where | think that's a risk that we

do not take today in the bilateral swap world. W
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do not have to worry about it. W can insulate
ourselves sone fromit full stop. So | do think
this is a very key conponent and we wote that in
our comment letter that we'd |ike to see sonething
comng fromthe DCOs on how they nonitor the FCMVs
and what gui dance they can provide clients wth.
MR. EDMONDS: | was going to say,
Ritchie, | think it's alittle bit bigger than any
one DCO. There is common nenbership across all
three of us and sone entities and other entities
have different levels of that. At sone point in
time that may need to be a regul ator function
providing that. Wth your deli analogy, it's not
t he individual block association that's putting
out that sign that says this deli is good, it's
the Health Departnent of the City of New York. W
woul d like to see that too especially as we've
eval uati ng nenbership and offering new products
and soliciting the right group of people to
provide that service in the right |evel of
distribution out to custoners |ike yourselves. W

al so need that type of help and that's going to
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require sone effort fromthis agency and ot her
agencies and if we think about the holistic view
of that when sone of the clearing nenbers are
regi stered banks of there's the |ikelihood that
sone of themw | be or have sone affiliate
structure with that and the rules around that, we
al so need to know what that neans on the other

si de and what those regulators are thinking and
there is no good place to go to. So even though |
could give you an Arating on FCM A, they may not
have A ratings at the other two places and vice
versa. There is no single place to put that and
it"'s arisk | think we all face in the industry,
not just your side of the fence.

MR MAGUIRE: | agree wth that. You
have fell ow custoners, we have fellow CCP risk |
guess. W need to know what the |leverage is, the
capital is, the risk, about their |everagi ng and
how it's being used, what the liquidity aspect
woul d be on the capital that they' ve got. W
can't see that. W can see what we can see, but

we can't see across the piece. So it's a simlar
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| ssue that the buy side is raising. But in terns
of differences between futures and swaps with
reference to the account structure, there's a
bl end of things. QOoviously the swap products and
the OIC products are |onger dated. W could argue
all day, but one would argue that | onger dated
probably has slightly nore volatility in price.
We coul d argue about that, but equally one thing
we woul dn't argue about is liquidity and the
further out the tine structure you go, the further
out the maturity profile you do, the | ess deep the
market is and the less liquid the market is.

So what does all that nean? It neans
that in the worst case scenari o where we have a
default, it's going to be hard to close out that
risk. |If it's going to be hard to close out that
risk, the last thing we want to do is have to
cl ose out nore than the defaulting entity. In
terns of collateral segregation, an LSOC or a full
seg nodel for that nmatter, a segregated nodel. W
have pretty good confidence because we can see the

client's I.D., we can see through to the end
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client and we can apportion the collateral in that
nodel. We can safely lift those people and nove
themto a safe clearing nenber at that point so as
a DCO we don't feel necessarily that we're going
to have to close out additional risk for sonebody
who has not defaulted, they just can't port and
the reason they can't port necessarily is because
in today's structure in the ommi account we're not
going to let people port unless we are confi dent
that we're not going to have to use that client
mut ual i zation there. \Wereas under an LSOC nodel
we can say you can go as fast as you can go rather
than as fast as the sl owest person.

MR. WASSERVMAN: To clarify, what |I'm
trying to understand, Dan, is what you're saying
there's a difference in liquidity generally
bet ween cl eared swaps and cl eared futures?

MR MAGUIRE: |'msaying there's a
liquidity difference and it's harder to cl ose out
| onger dated risk on swaps than it would be on a
standard futures contract where you trade in and

out .
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MR. FRANKEL: It's that the risk is so
much bi gger and there's no central order book to
put it, but the risk is so nuch bigger.

MR. DI PLAS: | think the biggest
difference between the futures and the swaps,
first of all, traditionally futures trade in a
silo environnent. You will see one risk being in
one | ocation. Here we're nost likely going to
have the sane instrunment traded at at |east two
CCPs. It's going to nmake it nore difficult for
themto actually see for the sane shock what is
going to be the behavior of the client and how
much is a certain client affected. They know t hat
t hey have exposure to a billion of an index in CMVE
but there m ght be another billion in ICE  They
don't know what the inpact is going to be. |
t hi nk when it conmes to assessing the health of the
clearing nenbers, the FCMs, | agree with Chris
that they don't have the tools to actually do that
t henmsel ves. At sone point | think we're going to
need the reqgulators to be able to try to conduct

sone kind of stress test for the existing FCMs to
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access the health of those FCVs for general shocks
i n the market.

M5. TAYLOR | think there's a
difference, I would draw a distinction | think
between the ability to nmanage risk at the CCP
| evel or at the regulator level and the ability or
efficacy of putting out a rating. | think we all
found that the rating services sure put out
rati ngs, but they weren't necessarily as hel pful
as they mght have been relied upon to be. But as
far as risk managenent, we do our risk nmanagenent
in the listed business and we're set up to do it
in the over-the-counter business at the individual
custoner level. In the futures world you can't
see every custoner. You can only see the ones
that have 25 contracts or nore so you can only see
the ones that are even by anybody's definition
marginally material. |If you have any kind of a
presence in the market, we can see you. W can
evaluate the concentration risk that the clearing
nmenbers have anong their custoner base and the

CFTC as the central nechani sm sees that across all
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of the markets and | presune will see that across
all the cleared and probably the uncl eared swaps
because of the SDR and the reporting functions
that will be in place. So | think there will be
an ability for there to be risk managenent that is
perforned that includes each CCP doing it from
their own viewpoint and then the regul ator being
in a position to do risk managenent at the
overal | .

MR. DIPLAS. Who is the we you're
tal king about? You're not going to be able to see
t he uncl eared transactions that soneone el se wll
have. Only the regulator will have access to that
I nformati on.

M5. TAYLOR Right. W each can see our
own piece, the DCOs and the regul ator can see the
whol e picture.

MR. WASSERVAN: Before we nove on to
ri sk managenment and we will, | wanted to wap up
one point I'mtrying to understand here. Wat |I'm
hearing is that there is greater risk because of

per haps either |onger structure, lesser liquidity
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on the swaps end than the futures end. The
question is, what would the inpact of those
di stinctions be for fell ow custoners?

M5. TAYLOR | think one of the things
IS you're hearing that there is nore risk but you
didn't also nention that there is different risk
managenent that attaches to sone of those risks.
Those products are margined differently fromthe
way that the sinpler structures are margi ned and
the default managenent practices that each of us
has in place to facilitate the |iquidation of the
less liquid, less visibly liquid product sets are
very different.

MR. WASSERMAN: That default managenent
woul d be --

M5. TAYLOR It is different risk and
it's managed differently as well.

MR. HARSHAW Bob, | think one of the
key points here to understand is that when you're
tal ki ng about coll ateral, we have transparency
right nowso in a triparty arrangenent there's a

third party record keeper independent of the FCM
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who gives transparency on the collateral that's
been posted by the FCM or the collateral posted by
us, | nean our swap dealer, or the collateral
posted by us for the benefit of the swap deal er.
In the DCO worl d, what we understand, and |I'm gl ad
to stand corrected, is that although the DCOs and
they vary anong themin terns of what they can see
at the custoner |evel, although they can see
mar gi n exposure, they don't see collateral. So
they don't get to see what | posted to the FCM
They get to see ny margi n exposure for ny
contracts, but the DCOs don't have transparency
into the collateral. So there is a key protection
that we've got in the OIC area that doesn't really
exist in the CCP area and that is the transparency
on the collateral.

MR. WASSERMAN: Let's focus on that.

M5. TAYLOR And on a day-to-day basis
we don't see the collateral that's in the account
of a custoner at an FCM but we do have
transparency into the efficacy of the practices of

hol ding margin and holding it in segregated
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accounts through the financial supervision and
audit functions so that there i s ongoing
nonitoring of that but it isn't a day-by-day view
I nto the bal ance of the accounts at any point.

MR. HARSHAW |t's a periodic versus a
daily reporting that we can get froma third-party
bank.

MR. WASSERMAN: Just to be clear, as |I'm
under st andi ng what you're saying, Kim you of
course know what they've posted with you.

M5. TAYLOR | know what the FCM has
posted to ne and if we live in the LSOC world |
won't know anything different in an LSOC worl d
t han what | know now because right now |'m
mar gi ni ng each account individually, the FCM has
enough margin up so if you allocate it across all
the requi renents, everybody's got enough margin up
and that's exactly the sane thing that | wll know
in the LSOC nodel. | won't know that it's
actually Janes's coll ateral though.

MR. WASSERMAN:  No, you don't know whose

it is. In other words, you know what you have.
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Secondly, as |'munderstanding it and | understood
this way before and this is what |'m hearing you
say now as well, you supervise your nenbers. You
don't know every day what they've collected from
custoners, but on a periodic basis you |l ook and
you see what they've collected and you eval uate
then if they are undertaking what is from your
perspective appropriate risk managenent.

M5. TAYLOR  That is correct.

MR. MAGUI RE: Bob, this distinction
between full seg and LSOC, on the full seqg, if
Janmes does a trade or a bunch of trades via an FCM
and the margin on those trades is 100, the DCO
wi Il not register or clear those trades unless
they've got 100 fromthe FCMso we will always see

that we have 100 agai nst those trades and if

WIlliamnext to himhas done 100, w'l|l see 100 as
well and we'll have 200 in the account so that
we'll always see the collateral value. The

distinction here is that we won't see that Janes
gave the FCM sone T bills and WIIliam gave the FCM

corporate bonds and did sone transfornmation and
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passed them through, but we will always see the
collateral value relative to their risk. W wll
al ways have that reconciled in the clearinghouse,
certainly in the LCH nodel.

M5. TAYLOR  That would be true in any
nodel that we would have coll ateral.

MR. EDMONDS: Even in the case that we
have today at I CE Trust, we take gross nmargin on
behal f of clients' trades and if a clearing nenber
today charges additional margin or we'll call it
excess, so if the clearinghouse is calling Dan's
exanpl e $100 for that given position and the
cl earing nmenber says we need $120 to support that
position for whatever the reason and whatever risk
managenent they've decided to put on the custoner
account, we're collecting all $120 in that or at
| east $120 is being paid. But to Dan's point, the
conposition of that $120 and what you may be
giving to your clearing nenber, there is no
visibility inthat. Al we knowis that we needed
$100, $120 was col lected, we're taking that $120

and we're segregating that off and putting that
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out of harnis way.

MR. WASSERMAN:  So as | understand it,
on a day-to-day basis you don't have that
visibility. Do you have the ability to | ook at
your menbers on a periodic basis to determ ne the
guality of the risk managenent that they have?

MR. EDMONDS: W certainly nonitor their
behavi or on a daily basis and | would say that
there are periodic reviews and certainly there are
ti mes where operational issues around their
ri sk- managenent capabilities are discussed at
appropriate levels within the governance structure
in our entity.

MR. HARSHAW My question would be did
that help in the Lehman situation? Because the
reality is that you can have that periodic
oversight but it didn't stop anybody from al |l ow ng
Lehman to continue to clear.

MR. WASSERMAN:  On that score how nuch
did you folks lose in Lehman?

MR. MAGUI RE: Zero.

M5. TAYLOR: Zer o.

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e Page:

176

10

11

12

13

14

15

16

17

18

19

20

21

22

MR. HARSHAW One of the things that
we' re tal king about is what happens with ny
collateral and what's the risk associated with
that. | think we'd all agree that this room can
accommopdate a certain nunber of people and we're
all confortable with that, but as the nunbers get
bi gger our level of confort goes down. As we
tal ked about at the beginning, the volune that
t hese platfornms have had before, while significant
in certain cases, has certainly not been the $600
trillion.

When | post collateral today, | get to
see it and | get a walk through its transit. That
transit risk doesn't get protected, it doesn't get
covered in the LSOC, it doesn't get covered in the
futures nodel, so when variation margi n cones back
and forth it gets passed around and there is risk
In transit. One of the advantages to the triparty
arrangenent and as was suggested this norning
per haps adding to the DCOto that is that you
don't have that transit risk. So in a bankruptcy

where there are tons of players, nmuch nore than
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we' ve ever had before, on the clearing experience
t hat people were tal ki ng about and praising that
there was zero, there were a very few players on
t hose markets because it was just the deal ers.
Now we' re tal king about addi ng the whol e market.
So albeit it's confort. |Is it conplete confort?
Absol utely not. And we woul d say when we went
t hrough Lehman we had tens of mllions of dollars
of exposure to Lehman. (CGuess what? W got it
because it was in our account with the bank and it
protected us. Wat we're saying is if you're
asking ne to get out of a car with air bags, seat
belts, side bags and get into a car w thout that,
| say | should have a right to wait until it has
it. So we're suggesting that the optionality
nodel here woul d address col lateral, these transit
ri sks and these other risks and we shoul d j ust
wait until we get that taken care of.

MR. NICHOLAS: | nentioned this toward
the end of this last session, | think one of the
t hi ngs that woul d nmake the buy side feel nore

confortable is greater insight and greater
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di sclosure into the FCMs as this gentleman at the
end of the table said and it's sonething that we
suggested in a coment letter that we wote sone
time ago on this topic, greater disclosure. |
speak for our firm but | don't believe that nmany
FCVMs woul d have an issue with that.

MR. WASSERMAN: Let ne ask about that
because | assune what you're tal king about is
t hi ngs about information on your bal ance sheet.

MR. NI CHOLAS: Yes. \Wat | was thinking
Is 1'd be very interested to hear fromthis group
what information they would find useful or what
woul d think would be material information that
they're not getting right now.

MR. WASSERMAN: Let ne ask this. Wuld
the information that you're willing to disclose
al so include the policies that you have for doing
ri sk managenent ?

MR. NI CHOLAS: | would think so.

MR. WASSERMAN:  Wbul d that al so include
t he exceptions to those policies?

MR. NI CHOLAS: | don't know. | haven't
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really considered that, but again |I'd rather hear
fromthis crowd.

MR. MACFARLANE: Bob, 1'Il take a shot
at that. | think if given the choice between nore
transparency around our FCM and their policies,
and it would have to go beyond that because we'd
have to have transparency into who else is in the
client pool if we're using the omibus nethod. |If
| had the choice of that versus a full segregation
nodel that would give the certainty around the
collateral, 1'd choose the latter because the
former while it would give you sone confort, the
world is a very dynam c place and those exposures,
t hose financials, those counterparties can change
fromone day to the next. | think many of us,
you' ve heard that there is a common thene, we'd
really like to have control over our own destiny.
That's what we've had in the OIC market. W' ve
been able to choose our OTC counterparties, we've
been to isolate our risk. If we choose one
counterparty and not another, we know we have no

exposure to that counterparty. However, in an
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omi bus nodel, we could be exposed to that
counterparty in the omibus pool so we'd | ose
control over our own destiny. Again, I'msorry to

cone back to this, but if we're not given a

choi ce, what we will choose to do in a market that
Is disrupted, we wll back away. We'Ill pull our

capital away and that will add to the di m nishing
liquidity in the marketplace that will already be

there as a result of the crisis itself.

MR. PRAGER If | could add, and |
conpletely agree with John, if given the choi ces,
|'"d rather not have to m